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EXPOSURE DRAFT

PROPOSED STATEMENT OF POSITION

A CCO U N T IN G FOR CERTAIN COSTS A N D
ACTIVITIES RELATED TO PROPERTY, PLANT, AND
EQUIPMENT

JUN E 29, 2001

Prepared by the Accounting Standards Executive Committee
American Institute o f Certified Public Accountants

Comments should be received by October 15, 2 0 0 1 , and addressed to
Marc Simon, Technical Manager, Accounting Standards, File 4 2 1 0.C C ,
A IC P A , 1211 Avenue of the Americas, New York, N Y 1 0 0 3 6 -8 7 7 5 ,
or via the Internet to msimon@aicpa.org
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ROGER A. DYKSTRA
5312 WEST 138th STREET
CRESTWOOD, IL 60445

Mr. Marc Simon
Technical Manager, Accounting Standards ,
File 4210.CC,
AICPA
1211 Avenue of the Americas
New York, NY 10036-8775

Dear Mr. Simon, and to whom it may concern:
I am a CPA working at a local CPA firm in Illinois for the past 15 years. I wish to comment on a
few of the matters that are presented in the proposed statement of position exposure draft,
Accounting for Certain Costs and Activities Related to Property, Plant, and Equipment dated
June 29,2001.
Paragraph 16 of the proposed SOP creates two early stages in the acquisition or construction of
property, plant, and equipment: the preliminary stage and the pre-acquisition stage. The
transition between the two stages takes place when the acquisition or construction of the specific
property, plant or equipment is probable. Costs in the preliminary stage are expensed when
incurred. Costs in the pre-acquisition stage are capitalized as part of the construction.
I recommend a different approach. Costs in the preliminary stage and the pre-acquisition phase
should be capitalized and depreciated over their estimated life UNLESS their estimated life is less
than one year as they are incurred. This concurs with paragraphs 49 through 56 on Component
Accounting and that I fully support. I recommend this approach because of the difficulty in
determining when the probability of an event has occurred. That assessment can be manipulated
for the advantage of the entity. Also, preliminary costs may have short useful lives not
necessarily related to the life of the asset. For example, cost quotes and estimates may be valid
for less than one year (and expensed under both of these options). However, feasibility studies,
environmental studies, and architectural drawings may be useful for several years, yet not for the
life of the property. To expense them goes against the matching principal and determining the
useful life of an asset in deciding whether it is a long-term asset or a short-term asset. Why not
make the costs capitalized, but allow a write-off from the date they are incurred based on their
individual useful life? This prevents the deliberate manipulation in determining the probability of
an event in order to expense or not expense the costs involved. This eliminates the need to
distinguish between these two phases, which really are very similar in nature. It also allows a
more realistic write-off based on actual life for assets that are not truly a part of the property,
plant and equipment being constructed but are separate costs that merely support the construction
or purchase of that asset.
Paragraph 32 states that costs incurred for property taxes should be capitalized as part of the
property under construction. I disagree with this. Property taxes are usually assessed on the
value of the property being taxed. This assessment is done often a year or more in arrears. It is

not related to the current value of the asset or on the improved value until a time period has
elapsed for that to be taken into account. Often that will not occur until the improvement in
question is completed. Why should property taxes assessed on property based on a value prior to
the improvement be capitalized as part of that improvement while the property taxes after the
property is completed and assessed at full value are allowed to be expensed? Capitalizing
interest, insurance, and ground rents may make sense, but property taxes do not.
I agree with the remaining proposals included in the proposed SOP.

Roger A. Dykstra
July 27, 2001

Marc Simon
08/22/2001 04:1 7 PM

To: Sharon Macey/NY/AICPA@AICPA
cc: agadkins@uss.com,
bdrake@kpmg.com,
cdaugherty@ dttus.com ,
leonard.gatti@ us.pwcglobal.com ,
lmayshak@ dttus.com,
msimon@aicpa.org,
rrendino@ pgrt.com,
jbrant@ deloitte.com ,
richard.h.moseley@aexp.com
Subject: PP&E Acctg - Comment Letter #2

Sharon - C om m ent Letter #2 fo r PP&E A ccounting.
Marc
Forwarded by Marc Simon/NY/AICPA on 08/22/01 0 4:1 6 PM
eritter@ triquestlp .com
08/22/01 12:33 PM

To: msimon@aicpa.org
cc:
Subject: ED - Accounting for certain costs
and activities related to
property, plant and equipment June 29,2001

Mark, it surprises me that many of these rules need to
be documented in this
manner. Companies not retiring assets when replaced,
regardless of "composite"
accounting or not, is a travesty on the public.
Capitalization of maintenance is
also a widely practiced abuse. It insults my
professional integrity that audit
firms allow these practices while providing "clean"
opinions. These items are
not and have never been in the true spirit of GAAP.
I agree with the statement and have the following
comment s :
1. Strengthen the requirement to apply paragraph 71a
vs 71b (it must be shown to
be an undue hardship to apply this)
2. Require the change to be shown as part of
Operations as opposed to a below
the line "accounting change"
3. Move the effective date up to January 1, 2002.
Edward Ritter
certificate#15481
The comments in this message do not necessarily
reflect the thoughts and
opinions of my employer

F . D.
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August 29, 2001

Financial Accounting Standards Board
401 Merritt 7
P. 0 . Box 5116
Norwalk, Connecticut 06856-5116
RE: Exposure Draft (FASB ED) “Accounting in Interim and Annual Financial
Statement for Certain Costs and Activities Related to Property, Plant and
Equipment
I have been engaged in the business of mining, processing and selling coal since 1956.
Presently, I am an owner/operator of privately held coal companies, in joint ventures with
publicly held coal companies, and a shareholder in publicly traded coal companies. I am directly
involved with the annual production of 5,500,000 tons of coal.
Like most small businesses we rely upon loans from U. S. Banks to provide start up and
operating capital. As you know, these loans are secured and exhaustively documented. All of
the loan agreements require compliance with a variety of financial ratios. These ratios are tied
either directly or indirectly to earnings and are based upon historically reasonable expectations
that accounting rules will be consistent. Any sudden change required by FASB could
substantially effect current earnings of mining companies and create an unrealistic “yo-yo” effect
in future earnings. This would substantially effect our ability to obtain financing and remain in
compliance with all terms of the loan documents.
I am writing you as a result of my understanding that the referenced draft proposal would
make it mandatory to expense all major rebuilds in the year that the rebuild occurs. This new
regulation would apply regardless of the historical and current practices of a particular company
or industry. The companies with which I have been associated during my working life have
handled rebuilds in one of two ways:
(1) Accruing for major rebuilds over the life prior to rebuild or
(2) Capitalizing the rebuild and depreciating over the life of the rebuild.
Current practices with rebuild expenses are illustrated by the following example:
Essentially all mines presently use continuous miners, either as their primary production unit or
as a development unit for longwalls. These units cost approximately $2,000,000.00 and have a
production life of seven years. Every three to three and one half years these machines must be

taken out of service and rebuilt. The present cost of a rebuild is $750,000.00. These rebuilds
take three months and must be planned well in advance to minimize production losses. To
require that these cost be expensed in the year that the rebuild occurs would seriously distort
earnings.
Complying with (1) requires a company to predict three years in advance the cost of a
rebuild. At best this is inaccurate and at worst it causes financial statements to be erroneous both
during the year of the rebuild and during three year period prior.
We have used (2) because it is consistent, not misleading, and does not contribute to
erroneous statements of earnings.
Yours Very Truly,

F. D. Robertson, MinE, P. E., LLB
bb
cc:

Mr. Marc Simon
SEC Division of Corporation Finance

EAGLE COMPANIES
148 Bristol East Road
Bristol, Virginia 24202
Duffle G. Cox
Controller
540-669-8599
fa x 540-669-3543

August 24, 2001
Financial Accounting Standards Board
401 Merritt 7
P. O. Box 5116
Norwalk, Connecticut 06856-5116
Subject: Exposure Draft (FASB ED) “Accounting in Interim and Annual Financial Statements for Certain
Costs and Activities Related to Property, Plant and Equipment.

I am writing to address concerns over the proposed rules in the Exposure Draft as it relates to the coal
industry. Ours is a very capital intensive business, with many of the fixed assets having a finite life, with
pre-determinable major rebuilds during the course of the normal life. The industry has followed the
practice of accruing for the major rebuilds over the anticipated life before the rebuild or capitalizing the
rebuild and depreciating it over the life of the rebuild. With the capital intensive nature of the mining
industry, the proposal that rebuilds be expensed when performed would distort the earnings of an ongoing
mining entity. I request that you consider the following in your final resolution of any new accounting
standards:
1.

2.

Continuous miners. These machines mine coal and have a cost of $1,000,000 to $2,000,000
each. Normally, these machines will have a total life of 5 to 7 years. However, they must have
a rebuild every 2/2 to 3 years at a cost of $600,000 to $750,000. The rebuild refreshes the
hydraulic, electrical and mechanical components due to normal wear and tear. At the end of the
life of the rebuild, normally the structural integrity has become compromised and technological
advances preclude another rebuild. The industry generally follows the practice of capitalizing
the rebuild and depreciating it over the remaining life. To require these rebuilds to be expensed
in the quarter and year of the rebuild would significantly distort earnings over the normal life
cycle of the machinery.
Longwall miners. These machines have a much longer life span (i.e. 8 to 12 years depending on
the application) than a continous miner and cost significantly more (approximately
$50,000,000). However, they require more frequent rebuilds, normally every one to two years.
The industry generally follows the practice of accruing the cost of the rebuild over the time
period anticipated before the next rebuild. The rebuild cost is then charged to the accrued
liability. Requiring the rebuild to be expensed in the year and quarter that the rebuild actually
occurs would also significantly distort earnings for each year and quarter. Further, the normal
life cycle of the machine has to somehow reflect the total “normal” use and cost. You should
consider that the financial statements more accurately reflect the financial position of the entity
since a liability is being shown for a rebuild which has to be performed for the machinery to
continue in operation (and for the entity to continue in existence).

Mining companies are not in business for just the current quarter or month and the substantial capital
investments by these companies are not made with a short-term view. The investing public should not be
subjected to such an erratic earnings performance when the results of operations do not reflect the normal
life cycle of a mine or the equipment necessary for the mine, but simply compliance to some general
accounting rule developed for all situations, not the industry for which the financial statements purport to
be fairly stated.

FASB
Comment on Exposure Draft FASB ED
Page 2 of 2

I write to you because many accounting pronouncements with which our industry has to comply are
directed toward manufacturing and services, with no consideration of the specific conditions in the coal or
other mining businesses.
Recent pronouncements regarding the deferral of costs related to long lived assets have caused our industry
to have seriously misstated financial results because development costs in a mine are long term in nature;
and future production benefits from the current expenditures which the pronouncement now requires to be
expensed as incurred. These costs are not really in the scope of “startup costs” that are general in nature,
but are truly long-term investments for a specific block of production. The pronouncements should have
specifically addressed the “development of a mine”, rather than lose mining in the general concept of
startup costs. Problems with the treatment of mine development costs under rules of accounting for long
lived assets, led me to respond to the current exposure draft on additional proposed rules under FASB ED
for Property, Plant and Equipment.
Please consider these points and make provisions for the mining industry.

AICPA
Division of Corporate Finance
Securities & Exchange Commission

Marc Simon
09/14/2001 03:3 7 PM

To: agadkins@uss.com,
bdrake@kpmg.com,
cdaugherty@ dttus.com ,
ieonard.gatti@ us.pwcglobal.com ,
lmayshak@ dttus.com,
msimon@aicpa.org,
rrendino@ pgrt.com,
jbrant@ deloitte.com ,
richard.h.moseley@aexp.com,
Sharon Macey/NY/AICPA@AICPA
cc:
Subject: PP&E Comment Letter #5

Here is PP&E com m ent le tte r #5.
Marc
Forwarded by Marc Simon/NY/AICPA on 09/14/01 03:35 PM
SPetti@ utilicorp.com
09/14/01 03:37 PM

To: msimon@aicpa.org
cc:
Subject: Comment on exposure draft

Re: Exposure Draft on Proposed Statement of Position
on Accounting for
Certain Costs and Activities Related to Property,
Plant and Equipment.
I wish to comment on the proposed method of handling
the cost of Major
Maintenance in the above referenced exposure draft.
If we all go to
component depreciation down to the level of major
components of large
equipment, such as, in my industry, gas and steam
turbines a large portion
of what is now accounted for as major maintenance cost
will be shifted to
depreciation expense.
Currently we accrue for major maintenance at an
experience based rate over
the run hours of each machine. Under the proposed
system we would carry
most of the costly components as separate assets and
capitalize them when
they are replaced (writing off any unamortized balance
of the old part to
depreciation expense).
By shifting costs from Operations (Major Maintenance)
to Depreciation, a
primary bank ratio that is widely used in loan
agreements to measure the
performance or projects, Earnings Before Interest,
Depreciation, Taxes and
Amortization (EBIDTA) will be enhanced thereby making
it easier for
borrowers to make existing loan covenants.
Furthermore, by eliminating the accrual method as a
way to provide for Major
Maintenance earnings will become more volatile. As I
understand it, under
this exposure draft, the non capitalized costs
associated with major
maintenance would be written off as incurred and are
not to be accrued over
the operation of the subject equipment.
These costs
can be significant and
will cause large fluctuations in earnings when they
are incurred if they are
not provided for in advance.
Thank you for your attention to this matter.
Stephen Petti, MBA,CPA
Project Controller

Aquila East Coast Generation
20 Waterview Blvd.
Parsippany, NJ 07054
(973) 263-6889
Fax (973) 263-6947
<<Petti, Stephen.vcf>>

Petti, Stephen.vcf

Electric Cooperative, Inc.

September 21, 2001
Marc Simon
Technical Manager, Accounting Standards, File 4210.CC
American Institute o f Certified Public Accountants
1211 Avenue o f the Americas
New York, NY 10036-8775
RE:

Proposed Rule - Accounting for Certain Costs and Activities Related to Property,
Plant and Equipment

Dear Mr. Simon:
As General Manager/CEO o f HELCO Electric Cooperative, Inc., I received information
from the National Rural Electric Cooperative Association concerning a proposed
accounting rule relating to Accounting for Certain Costs and Activities Related to
Property, Plant, and Equipment (PP&E). The information I received indicates the
proposed rule would substantially change the accounting for PP&E in financial
statements prepared in conformity with generally accepted accounting principles, which
all electric cooperative must follow.
As a distribution electric cooperative, we are adamantly opposed to this idea. This
proposal would fundamentally change our system o f accounting for special equipment
and work orders. It would require a full-time employee to only handle special equipment
and work orders. Each month, the entire group o f work orders and special equipment is
closed into appropriate PP&E accounts. If this new rule is adopted, each component o f
special equipment would have to be identified and treated separately similar to other
assets such as vehicles, buildings, furniture and equipment. Now the net results o f all
monthly transactions are closed into PP&E accounts as one amount. If the rule is
adopted, retirement o f each piece o f special equipment must be treated as the sale o f a
fixed asset. The current value o f each piece o f special equipment (original value less
depreciation) will determine if the Coop will have to record a loss or not. Considering
the volume o f special equipment (transformers, OCRs, meters) that we and other
cooperatives handle, it would be a very difficult task to make sure that all items and their
corresponding depreciation are accounted for in the books.
It would also affect the way we handle work orders. We could not record any
administrative, general or overhead costs to work orders. This means that only direct
costs could be recorded in the work orders (direct labor and materials). This will greatly
increase our expense. Also, I would think that our current software program would have
to be revised.

P. O. Box 127
Itasca, Texas 76055-0127
(254) 687-2331 • Fax (254) 687-2428

1000 E. Hwy. 287, Suite 101
Midlothian, Texas 76065
(972) 723-3165 • Fax (972) 775-3474

P.O. Box 2480
Whitney, Texas 76692-2480
(254) 694-5237 • Fax (254) 694-

I would urge the American Institute of Certified Accountants to fight this change. If
enacted, this rule will cause greater expense for electric cooperatives resulting from
added payroll costs and the inability to capitalize certain administrative, general and
overhead costs. The end result would be a direct hit on our ability to be competitive in
the deregulated markets, which, in turn, increases the costs of providing cost-efficient
services to our 17,000+ members. Thank you for your time and consideration of our
concern with the proposed rule.

Gerald W. Lemons
General Manager/CEO

SOUTHWEST MISSISSIPPI
ELECTRIC POWER ASSOCIATION
TELEPHONES: LORMAN
FAYETTE
NATCHEZ
UTICA
WOODVILLE
BROOKHAVEN

P.O. BOX 5
LORMAN, MISSISSIPPI 39096

SEPTEMBER 21, 2001
MR. MARC SIMON, TECHNICAL MANAGER
ACCOUNTING STANDARDS
FILE 4210.CC
AMERICAN INSTITUTE OF CERTIFIED PUBLIC ACCOUNTANTS
1211 AVENUE OF THE AMERICAS
NEW YORK, NY 10036-8775
DEAR MR. SIMON:
WE WRITE YOU TODAY, IN REFERENCE TO THE JUNE 29, 2001, PROPOSED RULE
REGARDING "ACCOUNTING FOR CERTAIN COSTS AND ACTIVITIES RELATED TO
PROPERTY, PLANT AND EQUIPMENT". ALTHOUGH WE ARE SURE THAT MUCH
DETAILED THOUGHT WHEN INTO THIS PROPOSED RULE, THE CHANGES INVOLVED
AND DATA REQUIRED FOR ITS' IMPLEMENTATION ARE ASTOUNDING.
THE REQUIRED USE OF COMPONENT ACCOUNTING FOR PP&E IS SIMILAR TO THAT
OF THE VINTAGE ACCOUNTING METHOD, PREVIOUSLY PROPOSED BY RUS SEVERAL
YEARS AGO. RUS DROPPED THIS PROPOSAL PARTLY DUE TO THE INCREASED
BURDEN AND EXPENSE TO CO-OPS' TO ACQUIRE AND CONVERT EXISTING DATA .
ALSO, THE PROPOSED RULES' METHOD FOR HANDLING COST OF REMOVAL AND STRICT
LIMIT OF COST CAPITALIZED AS PART OF PP&E WOULD APPEAR TO ALTER THE
PATTERN OF NET MARGINS AS REPORTED ON THE FINANCIAL STATEMENTS OF
CO-OPS'.
ALTHOUGH WE ARE SURE THAT THE AICPA HAS SUPPORTING ARGUMENTS FOR
THIS RULE AS PROPOSED, THE RESULTING CHANGES SEEM TO ONLY COMPLICATE,
ADD CONFUSION AND GREAT EXPENSE TO CO-OPS', AS OUR SELF. SMALLER
ELECTRIC CO-OPS, AS OURS, WILL HAVE TO DIVERT SOME ATTENTION FROM SERVICE,
TO THE PURCHASE OF MORE TECHNICAL DATA RECORDING HARDWARE AND
SOFTWARE, AS WELL AS ACQUIRING ADDITIONAL PERSONNEL, TO SETUP AND
MAINTAIN THIS DATA. ALSO IT WOULD SEEM THAT THE ADDITIONAL EXPENSES DUE
TO REDUCED CAPITALIZED COST COULD IMPACT OUR FINANCIAL STATEMENTS IN
SUCH A MANNER AS NOT TO MEET RUS OR LENDING INSTITUTION, REQUIRED FACTORS.
IN CLOSING, WE FEEL THIS PROPOSED RULING WOULD HAVE ADVERSE AFFECTS
UPON US AS AN ELECTRIC CO-OP. OUR PURPOSE FOR EXISTENCE IS TO PROVIDE
RELIABLE ELECTRIC SERVICE TO OUR MEMBERS AT THE LOWEST POSSIBLE COST.
IN THIS TIME OF WORLD UNREST, ELECTRIC INDUSTRY RESTRUCTURING, UNSTABLE
FUEL COSTS, AND INCREASED DEMAND FOR RELIABLE ELECTRIC SERVICE, THE END
RESULT OF THESE TYPE CHANGES CAN ONLY MEAN HIGHER COST TO THE CUSTOMER.
WE THEREFORE ASK THE AICPA TO RECONSIDER THE IMPLEMENTATION OF THIS NEW RULE.

SINCERELY,

VIRGIL SCOTT
OFFICE MANAGER

STRIVING FOR OPERATIONAL EXCELLENCE

437-3611
786-3312
442-2493
885-8857
888-3166
833-2352

September 24, 2001
Oregon Trail Electric Consumers Cooperative
P. O. Box 226
Baker City, OR 97814

Mark Simon, Technical Manager, Accounting Standards, File 4210.CC
American Institute of Certified Public Accountants
1211 Avenue of the Americas
New York, NY 10036-8775
Dear Mr. Simon:
I have reviewed the exposure draft entitled Accounting for Certain Costs and Activities
Related to Property, Plant and Equipment. Although I believe the intentions of the
AICPA are admirable, this SOP would place an enormous financial burden on entire
industries to comply with this standard.
I presently work in the utility industry for a not-for-profit cooperative. I will comment on
the application of this standard as it relates to electric cooperatives.
The SOP does not give any indication what a “component” would be in the utility
industry. Will it be at the pole level? Or will it be down to the pole, cross arm, insulator
and conductor level? I am assuming it will be the latter. Based on that, this is a small
utility, with about 35,000 poles and a customer density of about 10 customers per mile.
If this standard were applied at the pole level, we would have 35,000 records in our plant
records just for poles and appurtenances. If component accounting is applied down to the
unit level, we could easily have an average of eight items per pole or 280,000 records just
for pole plant. That does not include transformers, meters, conductor, substations or any
general plant, which potentially increase that number by 30 percent. This would make
our fixed asset records unmanageable. At a minimum, we would need to hire an
additional person just to manage the fixed asset records.
For our utility to implement this standard, we would have to retroactively apply the
standard so our work order system would account for the retirement of assets properly.
For this to be accomplished, we would first have to do a complete pole-by-pole inventory
at an estimated cost of $1,000,000. Once that is completed, each class and age of each
pole height would have to be identified so that costs could be re-allocated along with the
associated depreciation.
Our software program would have to have a major re-write to allow for the component
accounting. With the size of the database, and its projected exponential growth, we
would either need to drastically upgrade our system, or purchase another IBM mainframe
to accommodate our work order and fixed asset system.

In reviewing the SOP, I see a potential for drastic changes in depreciation expense in the
operating statement. Our rates are determined based on financial ratios that we must
meet for our lenders. If we fail to meet them, our cost of funds increases. Because the
book value of plant that is retired during the year is added to depreciation expense, rates
will need to increase to cover the increased operating expenses.
The SOP drastically reduces or eliminates the ability to capitalize certain types of
overhead expenses. This again reduces margins on a current basis and would add to any
potential rate increase required due to the factors listed above.
In summary, the only benefit I see is a purely academic exercise to try to determine the
amount of depreciation that is “just right”. I see virtually no benefit to the utility
industry or its consumers. More likely, this will require the utilities to keep one more
item differently for regulators and taxing authorities than for financial reporting.
Keep in mind, large investor owned utilities have between 600,000 and a 1,000,000 or
more poles. Consider the burden this standard will place on them. What real benefit will
this standard have on investors? If you believe this standard has enough benefits to out
weigh its cost for investors, consider exempting cooperatives (not-for-profits) from this
standard. All this standard will do in my opinion is increase our costs with no real benefit
to our consumers. Please, at a minimum, exempt cooperatives.
Respectfully Submitted,
Anthony Bailey, CPA
Accounting Supervisor

Midwest Electric, Inc.
06029 County Road 33A, P.O. Box 10
St. Marys, Ohio 45885-0010
Telephone: 419-394-4110 or 1-800-962-3830
Fax: 419-394-8333
www.midwestrec.com

September 25, 2001
Marc Simon, Technical Manager
Accounting Standards, File 4210.cc
American institute of Certified Public Accounts
1211 Avenue of the Americas
New York, NY 10036-8775
Dear Mr. Simon:
I am writing today to express my views regarding an accounting rule change proposed by the
American Institute of Certified Public Accountants (AICPA). As Manager, Finance and
Administration for Midwest Electric, Inc., an electric distribution cooperative, serving nearly
9,800 consumers in west central Ohio, I am concerned about the effects the proposed rule change
will have on accounting for certain costs and activities related to property, plant, and equipment.
Here is my observation of the proposed rule.
The use o f Component Accounting:

•

•

Would require distribution cooperatives to record plant assets by detailed component
instead of grouping similar assets together, as we currently do. The administrative,
organizational, and record-keeping burden of the component accounting proposal would
be significantly greater for our system as compared to the group accounting
methodology.
Under the component accounting proposal, if an item of plant is retired before the end of
its accounting life, the undepreciated cost must be charged off against current period
expense rather than deferred as under the group accounting method. Component
accounting would result in much more volatility in distribution cooperatives’ net margins,
as compared to the group accounting method.

Cost o f Removal to be charged to Expense:

•

Cost of removal for an item of plant would be charged to expense as incurred rather than
written off over the plant’s life (a component of depreciation rate) as is the current
accounting practice of distribution cooperatives. This accounting change would also
increase the volatility of net margins reported by electric distribution cooperatives.

Limiting types o f costs that could be capitalized:

•

The proposed accounting rule would limit administrative and general costs and overhead
costs, including costs of support functions associated with property, plant, and equipment
from being capitalized as electric distribution cooperatives currently do. These costs
would have to be expensed as incurred. This would also create volatility of net margins of
electric distribution cooperatives.

(continued on page 2)

A Touchstone EnergysmCooperative

Letter
Page 2
September 25, 2001

In summary, the proposed rule would have a negative effect on electric distribution cooperatives
and the customers they serve. The result would be added costs from increased record keeping and
an erratic allocation of margins to customers, directly impacted by the volatility of the net
margins produced from the proposed rule.
Regards,

Larry Howell
Manager, Finance & Administration

V IR G IN IA

Virginia Society o f C ertified Public Accountants
PO. Box 4620
Glen Allen,VA 23058-4620
804/270-5344
FAX: 273-1741
e-mail: vscpa@vscpa.com
Web site: www.vscpa.com

Marc Simon, Technical Manager
Accounting Standards, File 4210.CC, AICPA
1211 Avenues of the Americas
New York, NY 10036-8775

October 1, 2001
Suggestions to Issues of the Proposed AICPA Statement of Position (SOP). Accounting
for Certain Costs and Activities Related to Property. Plant, and Equipment
Issue 1
This statement appears reasonable.
Issue 2
This approach is favorable because organizations may interpret the definition of certain
words differently. Creating a matrix is easy to follow and allows for less ambiguity with
the definitions of words. In addition, the time frame approach is logical. A distinction of
activities that occur in each stage would also benefit users.
Issue 3
The likelihood (or probability) of acquisition activities is a good indication of the project
moving forward. It would be beneficial if the guidance allowed for companies to
explicitly state a date upon which is was probable to acquire property. The establishment
of a date will allow for everyone to note the changeover from one stage to another. This
date, of course, will be easy to adopt based on the guidance in this SOP. Establishing a
date will prevent companies from manipulating the changeover from one state to the next
thus not adversely influencing the intent of this SOP.
The expensing of preliminary activities would seem reasonable since the benefits of an
asset do not exist but the attributes of uncertainty do
Issue 4

Capitalizing directly identifiable costs appears reasonable with the concurrent expensing
of other costs (general and administrative, overhead and support functions). The use of
the words “labor hours” in addition to “employee payroll” will clearly indicate those
workers whom are directly working on an activity and also serve to explicitly eliminate
others that a company may want to include (for the benefit of capitalization).
Issue 5
This statement appears reasonable. It is also suggested that a reference to recognizing
revenue would help to clarify when expensing is to begin (and capitalization to stop).
Issue 6
This statement appears reasonable.
Issue 7
This statement appears reasonable.
Issue 8
This statement appears reasonable.
Issue 9
The costs of restoring the service potential of an asset usually occur in the form of repairs
and maintenance. Repairs and maintenance are expensed. Restoration is the ancillary
benefit of a repair and maintenance. It does not appear that restoration should get
capitalization treatment.
Issue 10
When no pattern exists of converting inventory to fixed assets, this guidance appears
appropriate and component accounting should apply after FASB Statement 121 is
complete. Applying the provisions prospectively appears reasonable.
When significant amounts of assets are moved from inventory to fixed assets on a
consistent basis (a pattern exists) the use of component accounting appears reasonable
and this proposed SOP should apply. It is suggested that the proposed guidance reference
what may constitute a pattern for a given industry or type of business.
Issue 11
The lessor should be able to identify those costs, in order to comply with this SOP, up to
the determination of directly selling, or leasing as a sales-type or operating lease. Since
the lessor retains ownership of the asset in an operating lease is appears reasonable that
component accounting under this SOP is appropriate.
It is possible that a single cost accumulation model could help simplify this accounting.
The presumption of either inventory or PP&E would probably be determined based upon
the company’s history of selling that product and their industry. The presumption would
be rebuttable but based on historical use of their products.

Issue 12
This statement appears reasonable.
Issue 13
This statement appears reasonable.
Issue 14
We do not agree with this approach. Companies should be required to comply with the
component concept with regard to all PP&E. Using previously adopted approaches even
if comparable to the component method will not give the needed force of this SOP to
many companies. In order for companies to consider if their method is not materially
different from the component method they must actually perform the task of determining
the component method. We feel that if companies perform the task of comparing they
have, in essence, all the information to report the component method and should.
Issue 15
Not familiar with the other guidance (not to address)
Issue 16
We agree with this approach. The alternatives appear adequate. It would be beneficial
that companies (ones choosing not to apply component accounting retroactively) would
include as disclosure in the notes to financial statements a statement on the date this SOP
becomes effective something to the effect of
When we incur capitalizable costs for PP&E that replace all or a portion of PP&E
not previously accounted for using component accounting, we will estimate the
remaining book value of the asset replaced and charge that amount to depreciation
expense in the current period.
This will have the effect of clearly communicating to all their election not to adopt.
Issue 17
This statement appears reasonable.
Issue 18
This statement appears reasonable.
Issue 19
We agree with the proposed approach. A cumulative effect of an accounting change is
thought to be clearer to the users of financial statements. This notification will also
standout to users rather than possibly being buried in the financial statements.
Submitted by the Virginia Society of Certified Public Accountants task force.
John Mitchell Bean
William E. Davis
Paul De Mello

PROPERTIES

September 27, 2001
Mr. Marc Simon
Technical Manager, Accounting standards
File 4210.CC
AICPA
1211 Avenue of the Americas
New York, New York 10036-8775

Re: Comment Letter on Proposed Statement of Position: Accounting for
Certain Costs and Activities Related to Property. Plant and Equipment
Dear Mr. Simon:
We have reviewed the Proposed Statement of Position and other supporting
professional guidance in order to respond thoughtfully to your Exposure Draft
(ED). This letter serves to provide our comments on the June 29, 2001 ED.
Post Properties, Inc. is a publicly-traded real estate investment trust (REIT)
created to develop, own and operate multi-family apartment communities. As of
September 2001, we own 96 communities located across the United States.
Providing useful and relevant financial information related to investment property
(property held for rental and/or capital appreciation), is of vital importance to the
capital formation and investor relations activities of our company.
We understand and appreciate that current practice with respect to accounting
for costs of PP&E may not be uniform and that this diversity may not produce
comparable transparent financial reporting. Therefore, we support the efforts
toward achieving greater consistency and transparency in this area of
accounting. At the same time, we believe the SOP goes to unnecessary
extremes in calling for costly changes in current practice.
The following summarizes our most significant concerns that we have addressed
in this letter:
■ The economics of developing real estate such as apartment communities
are far different than the economics related to PP&E used to provide
goods and services. Real estate projects are unique and individually
complex. If these differences are not reflected in the final SOP, financial
reporting for real estate properties will not provide information that is
faithful to the economic realities of this business.
Post Properties. Inc.

One Riverside I 4401 Northside Parkway I Suite 800 I Atlanta, Georgia 30327-3057
Phone 404.846.5000 I Fax 404.504.9388
www.postproperties.com

■ The conclusions in the SOP regarding the differences in the treatment of
internal versus external indirect costs and overhead may lead companies
to make poor business decisions regarding outsourcing of development
activities to obtain more favorable short-term results of operations at the
expense of long-term returns on investment.
■ The SOP proposes to expense certain costs that are truly incremental to
the development process of a property and are an essential element of the
total return on investment on that property.
Given the foregoing, this comment letter addresses Issues 3, 4, 12 and 14 (as
set forth in AcSEC’s cover letter) which we believe merit further consideration by
you.
Issue 3 - Treatment of Costs during Preliminary Stage
For most projects, there are significant costs incurred during the preliminary
stage of development such as zoning analysis, surveying, legal and other initial
costs incidental to the acquisition of land. These costs are directly related to the
proposed project and, as such, we believe it is inappropriate to expense these
costs as incurred.
In paragraph A15, AcSEC concluded that there is too much uncertainty during
the preliminary stage to determine whether future economic benefits would be
obtained from these costs. FASB Statement of Financial Accounting Concepts
No. 6, Elements of Financial Statements, defines assets as “ ...probable future
economic benefits obtained or controlled by a particular entity as a result of past
transactions or events...[A]n asset continues as an asset... u n til... some other event or
circumstance destroys the future benefit..." We believe that costs incurred during the

preliminary stage related to a specific project meet the definition of an asset until
it becomes probable the proposed project will not be developed.
Solution: We recommend that incremental costs incurred during the preliminary
stage with third parties be deferred until a determination is made as to whether it
is or is not probable that they will result in a successful development. Until
success is probable, a determination would be made as to whether an allowance
for potential loss should be recognized as required by current accounting
guidance. As a “safeguard” against potential abuses, AcSEC could establish a
maximum time period (e.g., one year) for the duration of the preliminary stage. If
by the end of the maximum period, the specified project has not progressed to
the preacquisition stage, then all deferred third party costs directly identifiable to
the specified project must be expensed.

Issue 4 - Treatment of Costs during Preacquisition, Development and
Construction and In-service stages
As a developer of real estate, we believe that non-incremental indirect overhead
and general and administrative costs should be expensed as incurred. However,
there are costs incurred internally by real estate developers that are truly
incremental and represent the costs of that project and impact the total return on
the investor’s investment. Therefore, we disagree with the conclusions reached
in the proposed SOP for the following reasons:
•

Real estate development is a non-homogeneous process. In contrast to
other PPE assets, the process required to complete development of a
singularly large, complex, and unique real estate project is significantly more
complex than the development of “cookie-cutter” facilities or the underwriting
of a loan. Each phase of the process is different from other projects
completed in the past. The differences result from the varying geographic
market factors, demographic changes to space mix, labor, zoning, local
building codes, etc. Therefore, we disagree with the analogy in Appendix A,
paragraphs 9 -12 in the SOP to FAS 91 as support for only using direct
payroll costs. In our view, this is not a proper analogy as there are significant
and fundamental differences between originating loans and developing large
real estate projects. In the case of loan originations, there may be numerous
loan applications, most of which, if not all, are relatively homogeneous. There
is typically a standardized, “black or white” set of underwriting standards and
procedures that are followed during the origination process and there is rarely
any involvement by executive management in evaluating individual loan
applications. By contrast, real estate developments, due to their complexity,
typically require involvement by senior executives as a matter of course and
require much more overhead and indirect labor on an individual basis given
the required market analysis, planning and development ramp up and
supervision.

•

The accounting treatment for indirect development costs should be
consistent. It is inconsistent to allow "capitalization" of indirect and overhead
costs by third-party contractors (see SOP 81-1, par. 72) but not for
owner/operators who happen to develop their own product. The SOP refers to
this inconsistency when it discusses use of inventory in production (see par.
47-48) but provides no justification for creating different bases of accounting.
As an example, assume that a company develops twin apartment high-rise
towers. The company develops the first tower itself and has a third party
contractor develop the second tower. Assuming that all direct material and

labor costs for the two towers are identical, the company will have a higher
basis in the third-party tower than the self-developed tower due solely to the
fact that they pay a third party contractor for indirect and overhead costs while
the company is unable to capitalize its own internal costs. Additionally, it may
well be the case that the company could develop the project more efficiently
and cost effectively (i.e., less total dollar investment) than a third party even
with capitalization of indirect and overhead costs. Thus, the SOP could cause
developer/owner/operators to completely outsource the construction process
to produce a better short-term income statement impact even though the total
construction and development cost is higher and the ultimate return on
investment lower.
•

Development activities for an owner/operator represent a “business
within a business” which incurs incremental costs. The SOP does not
acknowledge that internal construction and development personnel require
infrastructure and other support costs which are in fact incremental and which
could be eliminated if the developer outsourced the construction and
development effort to a third party. In our case, if we were to eliminate our
development and construction department, we could reduce dedicated office
space (and lease such space to third party tenants), eliminate office
equipment, reduce utility and telephone usage, reduce ad valorem taxes and
reduce property and casualty insurance premiums, among other costs.
Certain support functions such as Human Resources, Accounting and
Information Systems would not require as many resources because certain
percentages of employee time are devoted to the development function. We
would agree that executive salaries are generally fixed and do not fluctuate
based upon development activities, but there are obviously certain overhead
and indirect costs which are incremental and which should be eligible for
capitalization.
The SOP states in paragraph A12 its justification for why outsourced G&A
cannot be capitalized as follows: “The decision to outsource is a business
decision, but the nature of the cost incurred is the same.” We agree; whether
we choose to outsource development or to internally develop a property, the
nature of the costs are the same and should not be treated differently.

Solution: We believe that incremental indirect and overhead costs should be
capitalized as a part of the overall cost of a development project. However, in
light of AcSEC’s concerns that there has been abuse in prior practice in the
capitalization of these costs, we could agree to a limitation. AcSEC should
consider limiting the amount that a developer can capitalize for actual indirect

and overhead costs to an amount not to exceed a market development fee less
developer’s profit.

Issues 12 and 1 4 - Componentization
\Ne agree with the overall concept of componentization; however the
components should be broad in nature (e.g., an elevator or a bank of elevators
as a whole) and not further subdivided to the smallest identifiable component
(e,g. the cab, cables, pulleys, motors and electronic components of the elevator).
This level of detail would not be feasible to obtain in many cases, and any benefit
arising from increased accuracy in calculating depreciation would likely not offset
the cost incurred to develop the information. Furthermore, most analysts that
follow commercial real estate investment entities believe that depreciated book
value is not a true reflection of the market value of a real estate asset since
investment grade real estate typically appreciates rather than depreciates over
time. The detailed componentization required by the SOP would not provide
meaningful and relevant information to financial statement users.
Solution: We believe that continued use of the composite method of
depreciating real estate projects is appropriate. However, the development of
the composite lives should be determined based upon the unique characteristics
of the project rather than an overall “rule-of-thumb” industry average (e.g. 40
years).
We appreciate the opportunity to participate in AcSEC’s considerations with
respect to accounting for PP&E. If you should have any questions regarding this
response, please contact Greg Fox, Chief Financial Officer, at 404-846-5028.
Sincerely,

R. Gregory Fox
Chief Financial Officer
cc:

John Williams
Dave Stockert

Atchison-Holt Electric Cooperative
Highway 136 East, P.O. Box 160
Rock Port, Missouri 64482-0160

Telephone: (660) 744-5344
Toll Free: (888) 744-5366
Fax: (660) 744-5880

September 27, 2001

Marc Simon, Technical Manager
Accounting Standards, File 4210.CC
American Instititue of Certified Public Accountants
1211 Avenue of the Americas
New York, NY 10036-8775
Dear Mr. Simon:
I am writing to comment on the proposed rule regarding accounting for certain
costs and activities related to property, plant and equipment.
First of all, let me give you some background information on AtchisonHolt Electric Cooperative. We are a small rural electric cooperative located in
the extreme northwestern corner of the State of Missouri. The cooperative
serves 3,800 meters over 1,263 miles of line that produces a consumer density
of approximately three customers per mile of line. The customer density of
municipal electric systems and the investor owned utilities average anywhere
from 20 to 40 customers per mile of line. Atchison-Holt's revenue per mile of
line as of year end 2000 was $2,852 which is significantly less than the
revenue per mile of the Munis and the lOUs.
The point is, with limited resources both financial and personnel, the
proposed accounting methods would place a substantial burden on our
financial resources as well as our limited number of staff. It is my
understanding that the proposed accounting changes would require the use of
component accounting for costs and activities related to accounting for
property, plant and equipment instead of the current method of accounting for
these items as a group. Component accounting would result in much more
volatility in our net margins, as compared to the group accounting method.
A second requirement of the proposed rule would require that costs of
removal for an item of plant be charged to expense as incurred rather than
written off over the plant's life by depreciation. This accounting change will
likely have a negative effect on the cooperative's annual net margins.

Your Touchstone Energy® Partner

September 27, 2001
Page 2

Finally, the proposed accounting rule would strictly limit the types of
costs that could be capitalized as a part of property, plant and equipment.
Such costs as administrative and general costs and overhead costs, including
costs of support functions associated with property, plant and equipment,
would be expensed currently rather than capitalized as is the practice of most
cooperatives. This again, would affect the annual net margins reported by the
cooperative.
I would like to request that you strongly consider the effects these
accounting changes will have on small rural electric systems who are doing
everything they possibly can do to keep costs down in the face of electric utility
deregulation.
Sincerely,

Ron Hunter, Manager

Sac Osage Electric
Cooperative, Inc.
1113 South Main • P.O. Box 111
El Dorado Springs, Missouri 64744
417-876-2721
Fax 417-876-5368

September 27, 2001

Marc Simon
Technical Manager, Accounting Standards, File 4210.CC
American Institute of Certified Public Accountants
1211 Avenue of the Americas
New York, NY 10036-8775
Dear Mr. Simon:
This letter concerns the accounting rule change for property, plant and equipment being proposed by the
AICPA and FASB.
Let it be known that Sac Osage Electric Cooperative is not in favor of this proposed rule change.

Sincerely,

Kelly McPeak
Service-Work Order Accountant

Sac Osage Electric
Cooperative, Inc.
1113 South Main • P.O. Box 111
El Dorado Springs, Missouri 64744
417-876-2721
Fax 417-876-5368

September 27, 2001

Marc Simon
Technical Manager, Accounting Standards, File 4210,CC
American Institute of Certified Public Accountants
1211 Avenue of the Americas
New York, NY 10036-8775
Dear Mr Simon:
This letter concerns the accounting rule change for property, plant and equipment being proposed by the
AICPA and FASB.
Let it be known that Sac Osage Electric Cooperative is not in favor of this proposed rule change.

Sincerely,

Roxene C. Robison
Accountant

Sac Osage Electric
Cooperative, Inc.
1113 South Main • P.O. Box 111
El Dorado Springs, Missouri 64744
417-876-2721
Fax 417-876-5368

September 27, 2001

Marc Simon
Technical Manager, Accounting Standards, File 4210.CC
American Institute of Certified Public Accountants
1211 Avenue of the Americas
New York NY 10036-8775
Dear Mr. Simon:
This letter concerns the accounting rule change for property, plant and equipment being proposed by the
AICPA and FASB.
Let it be known that Sac Osage Electric Cooperative is not in favor of this proposed rule change.

Ben Harper
General Manager
BH:rr

Marc Simon
10/02/2001 12:08 PM

To: agadkins@uss.com,
bdrake@kpmg.com,
cdaugherty@ dttus.com ,
leonard.gatti@ us.pwcglobal.com ,
lmayshak@ dttus.com,
msimon@aicpa.org,
rrendino@ pgrt.com,
jbrant@ deloitte.com ,
richard.h.moseley@aexp.com,
Sharon Macey/NY/AICPA@AICPA
cc:
Subject: Comment Letter #14

C om m ent Letter # 1 4
Forwarded by Marc Simon/NY/AICPA on 10/02/01 12:07 PM
jphilp@ avci.net
10/02/01 11:59 AM
Please respond to
jphilp

To: msimon@aicpa.org
cc:
Subject: Proposed Rule - Accounting for
Certain Costs and Activities
Related to Property, Plant, and
Equipment

Marc:
I am the Office Services Manager at Thumb Electric Cooperative,
in Michigan. My contents are as follows:
A drastic change in record keeping requirements for property records
and depreciation.
Charging the Cost of Removal as an expense would greatly affect
margin. There has never been any allowance in rates for this type
of expense.
If Administrative and General Costs apply to the cost of an asset
then those applicable overheads should be capitalized.
Thank you.
Jim Philp
989-658-8571 x204

Marc Simon
10/04/2001 12:44 PM

To: Sharon Macey/NY/AICPA@AICPA
cc: agadkins@uss.com,
bdrake@kpmg.com,
cdaugherty@ dttus.com ,
leonard.gatti@ us.pwcglobal.com ,
lmayshak@ dttus.com,
msimon@aicpa.org,
rrendino@ pgrt.com,
jbrant@ deloitte.com ,
richard.h.moseley@aexp.com
Subject: PP&E Accounting Comment Letter
#15

Sharon I in adverten tly labeled tw o com m ent letters #5. Please make this
one # 1 5 instead, and include it in the log and the batch sent to
AcSEC.
Thanks,
Marc
-----Forwarded by Marc Simon/NY/AICPA on 10/04/01 12:34 P M -----Marc Simon
09/19/01 01:51 PM

To: Sharon Macey/NY/AICPA@AICPA
cc: agadkins@uss.com,
bdrake@kpmg.com,
cdaugherty@ dttus.com ,
leonard.gatti@ us.pwcglobal.com ,
lmayshak@ dttus.com,
msimon@aicpa.org,
rrendino@ pgrt.com,
jbrant@ deloitte.com ,
richard.h.moseley@aexp.com
Subject: PP&E Accounting Comment Letter
#5

Sharon - PP&E A ccounting com m ent le tte r #5
-----Forwarded by Marc Simon/NY/AICPA on 09/19/01 0 1:5 0 P M -----dheetland@tiprec.com
09/19/01 02:0 2 PM

To: msimon@aicpa.org
~
cc:
Subject: Proposed Rule-Accounting for
Certain Costs and Activities
Related to PP&E

I have had bought to my attention you proposed rule in regards to
Accounting for certain cost and activities related to property, plant and
equipment.
This proposed rule would cause a large burden on our accounting
department for no gain as not allowing grouping of similar items for
depreciation makes on sense. Also this proposed rules will cause us a
burden when it comes to when to account for profits and losses.

Please relook at your proposed rule as it either needs to be reworked or
just done away with.
Thanks for your consideration of our thoughts.
Sincerely,
T.I.P. Rural Electric Cooperative
Darrel N. Heetland, CEO

Officers:
Billie Sue Corry, President
Jerry Robertson, Vice President
John Perry, Sec-Treas.

Directors:
Fred Elliott
William Kirven
Wayland Oak e s

Directors:
Burt Richards
B C Woodland
David Zipps

N a v a s o ta
E le c tr ic C
tiv
ra
e
p
o
James E. Calhoun, General Manager

N a v a s o ta
V a lle y

Main Office:
Mart Office:

PO Box 848, Franklin TX 77856-0848 (979) 828-3232 (800) 443-9462 Fax (979) 828-5563
PO Box 60, Mart TX 76664-0060
(254) 876-2581 (800) 445-8920 Fax (254) 876-2583

September 28, 2001
Marc Simon
Technical Manager, Accounting Standards, File 4210.CC
1211 Avenue of the Americas
New York, NY. 10036-8775
Dear Mr. Simon:
We are adamantly opposed to the new proposed rule - Accounting for Certain Costs and
Activities Related to Property, Plant, and Equipment.
This proposal would fundamentally change our system of accounting for special
equipment and work orders. It would require a full time employee to only handle special
equipment and work orders. Each month, the entire group of work orders and special
equipment is closed into appropriate PP&E accounts. If this new rule is adopted, each
component of special equipment would have to be identified and treated separately
similar to other assets such as vehicles, buildings, furniture and equipment. Now the net
results of all monthly transactions are closed into PP&E accounts as one amount. If the
rule is adopted, retirement of each piece of special equipment must be treated as the sale
of a fixed asset. The current value of each piece of special equipment (original value less
depreciation) will determine if the Co-op will have to record a loss or not. Considering
the volume of special equipment (transformers, OCR’s, meters) that we have and other
Co-ops handle, it would be very difficult task to make sure that all items and their
corresponding depreciation are accounted for in the books.
It would also affect the way we handle work orders. We could not record any
administrative, general or overhead costs to work orders. This means that only direct
costs could be recorded in the work orders (direct labor and material). This will greatly
increase our expense. Also, I would think that our current software program would have
to be revised.
I would urge you to consider all the facts before adopting this change. If enacted, this rule
would cause greater expenses to Co-ops resulting from added payroll expenses and the
ability to capitalize certain administrative, general and overhead costs. The end result
w o u ld b e a d ir e c t h it o n o u r a b ility to b e c o m p e titiv e in th e d e r e g u la te d m a r k e ts .

Your consideration is appreciated.
Sincerely
es B. Calhoun
Jam
General Manager

A Full Service Company “Owned By Those We Serve”

Marc Simon
10/08/2001 0 3 :5 0 PM

To: Sharon
Macey/NY/AICPA@AICPA,
agadkins@uss.com,
bdrake@kpmg.com,
cdaugherty@ dttus.com ,
leonard.gatti@ us.pwcglobal.com ,
lmayshak@ dttus.com,
msimon@aicpa.org,
rrendino@ pgrt.com,
jbrant@ deloitte.com ,
richard.h.moseley@aexp.com
cc:
Subject: PP&E Comment Letter #17

PP&E com m ent le tte r #17
Forwarded by Marc Simon/NY/AICPA on 10/08/01 03:4 9 PM
mikeh@platte-clayelec
tric.com
10/08/01 10:35 AM

To: msimon@aicpa.org
cc: miket@ platte-clayelectric.com
Subject: Proposed change on component
accounting for PP&E

Marc,
The proposed accounting change that would
require electric
cooperatives to record plant assets in detail vs.
group accounting would
have a significant time and financial impact on our
cooperative.
Also,
requiring utility companies to expense undepreciated
cost on retired assets
would have a volatile impact on our financials
statements. Please carefully
reconsider the proposed "Accounting for Certain Costs
and Activities Related
to Property, Plant and Equipment" because it will
significantly impact
hundreds of small rural utility cooperatives.
Sincerely
Mike Hernandez
Manager of Finance

Marc Simon
10/08/2001 03:5 2 PM

To: agadkins@uss.com,
bdrake@kpmg.com,
cdaugherty@ dttus.com ,
leonard.gatti@ us.pwcglobal.com ,
lmayshak@ dttus.com,
msimon@aicpa.org,
rrendino@ pgrt.com,
jbrant@ deloitte.com ,
richard.h.moseley@aexp.com,
Sharon Macey/NY/AICPA@AICPA
cc:
Subject: PP&E Comment Letter #18

PP&E com m ent le tte r #18
Forwarded by Marc Simon/NY/AICPA on 10/08/01 03:51 PM -—
hcoleman@STEMC .co
m
10/08/01 1 0 :1 9 A M

To: msimon@aicpa.org
cc:
IMCEACCMAIL-hcoleman + 40ste
me + 20at + 20p + 2Eo + 2E + 20bo
x + 20959 + 20brownsville + 2C +
20tn + 2038012@ STEMC.com
Subject: Proposed Accounting Rule for PP
& E

The proposed accounting rule will increase coop
expenses in the area of
retirements, cost of removal, administrative and
general cost and overhead
cost, not to mention the cost of additional work and
additional employees in
the engineering and accounting areas.
At this time
when we (coops) are
looking for any help so we can compete within our
industry. The last thing
that we need is an accounting change that will
increase our expenses,
decrease our margins and reduce our TIER. We (coops)
surely don't need a
rate increase to our customers so we can maintain our
TIER and still be able
to properly service our customers needs.
If the people who are pushing this change could
possibly use their time to
create an idea that will help us (coops) it would be
deeply appreciated.
Sincerely,
Harold L. Coleman, Office Mgr./Acct.
Southwest TN E.M.C.

October 8, 2001
Marc Simon
Technical Manager, Accounting Standards
American Institute of Certified Public Accountants
1211 Avenue of the Americas
New York, NY 10036-8775
Re: File Reference No. 4210.CC, Proposed AICPA Statement of Position (SOP) on “Accounting
for Certain Costs and Activities Related to Property, Plant, and Equipment”
Dear Mr. Simon:
We appreciate the opportunity to comment on the exposure draft referenced above. Darden
Restaurants, Inc. is a multi-unit restaurant company with significant investment in Property,
Plant, and Equipment (PP&E). Our views on several issues outlined in the exposure draft are set
forth below.
Issue 3:
The proposed SOP states that the preliminary stage ends and the preacquisition stage begins when
the acquisition of specific PP&E is considered probable. In assessing probability, the entity must
determine whether management, having the relevant authority, has implicitly or explicitly
authorized and committed to funding the acquisition or construction of a specific PP&E asset.
The proposed SOP also states that, other than the costs of options to acquire PP&E, all costs
incurred during the preliminary stage should be charged to expense as incurred.
We disagree with the position that all costs incurred during the preliminary stage should be
charged to expense as incurred. In our business, a wide range of costs related to a proposed
acquisition have to be incurred before the acquisition is probable, whether probability is defined
as implicit or explicit management authorization or in some other manner. These costs include
such items as site surveys, site investigation reports, and soil and other environmental related
testing. Yet, all of these costs are integral to acquiring the asset and readying it for its intended
use. Equally important, it is what these expenditures tell us (and not whether management has
implicitly or explicitly authorized proceeding) that will determine the likelihood that acquisition
or construction will take place. For these reasons, we believe all costs incurred to acquire an
asset and ready it for its intended use should be capitalized as part of its historical cost basis.
Issue 4:
The proposed SOP states that all PP&E-related costs incurred during the preacquisition,
, and in-service stages should be charged to expense unless the costs
are directly identifiable with the specific PP&E. All general and administrative and overhead
costs incurred, including all costs of support functions, should be charged to expense.
We disagree with the proposal that all costs incurred by support functions be charged to expense.
We agree that certain support functions (such as executive management and corporate
accounting) should be expensed as incurred. However, costs of a range of other support functions

(including, for example, real estate acquisition, investment analysis, and development law) should
be capitalized to assets being acquired/constructed because these represent costs that are directly
required to ready the asset for its intended use. Payroll and other administrative and overhead
costs that are related to functions such as these, that are directly necessary to complete an
acquisition, are as much a part of the historical cost of acquiring an asset as the actual cash outlay
for property or other materials. We therefore believe that costs incurred by these types of support
functions should be capitalizable to the extent that they relate to the acquisition or development of
specific PP&E.
Issue 5:
The proposed SOP states that for real estate which is not being used in operations, costs of
property taxes, insurance, and ground rentals should be capitalized (to the extent of the portion of
the property that is under development) during the time activities necessary to get the asset ready
for its intended use are in progress.
We agree with the proposal because these costs are considered similar to interest costs - which
are capitalized to a property under development as a cost of readying the constructed asset for its
intended use. Expensing these costs during the development phase fails to match the costs with
the revenues that will subsequently be earned through use of the developed property. Capitalizing
these costs fulfills the matching objective.
Issue 12:
The proposed SOP discusses component accounting and states that if a component has an
expected useful life that differs from the expected useful life of the PP&E asset to which it
relates, the component should be accounted for separately and depreciated or amortized over its
separate expected useful life.
We agree with the proposal because this accounting treatment assigns useful lives to components
of assets that are more likely to capture the appropriate service period of those assets. Expense
recognition more appropriately occurs over the expected useful life of all of the components of a
PP&E asset by matching the recognition of the costs of those assets to the revenues that they help
generate.
Thank you for your consideration of our views.
Sincerely,

DARDEN RESTAURANTS, INC.

Clarence Otis, Jr.
Senior Vice President, Chief Financial Officer
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Marc Simon
10/10/2001 09:45
AM

To: Sharon
Macey/NY/AICPA@AICPA,
agadkins@uss.com,
bdrake@kpmg.com,
cdaugherty@ dttus.com ,
leonard.gatti@ us.pwcglobal.com ,
lmayshak@ dttus.com,
msimon@aicpa.org,
rrendino@ pgrt.com,
jbrant@ deloitte.com ,
richard.h.moseley@aexp.com
cc:
Subject: PP&E Accounting Comment letter
#20

PP&E A ccounting Com m ent letter # 2 0
—

Forwarded by Marc Simon/NY/AICPA on 10/10/01 0 9:4 4 AM
MCJ@ valmont.com
10/09/01 09:4 2 AM

To: msimon@aicpa.org
cc:
Subject: Comments Re: Accounting for
Certain Costs & A ctivities Related
to
PP&E (File 4 2 1 0.CC)

Dear Mr. Simon,
My comments regarding the proposed SOP are noted
below. In general, I
believe these proposals are an improvement on current
accounting guidelines
and will harmonize divergent practices.
Issue 1: I am not aware of any significant issues
regarding leases that are
conflicting with this proposed SOP. I believe such
issues are better
addressed in a separate SOP.
Issue 2: I feel the project stage approach is a
reasonable way to address
project costs. It is consistent with other guidance
(such as software
development costs) and is much more objective than
trying to classify the
expenditure itself as capital or non-capital.
Issue 3: I agree fully that costs during the
preliminary stage (except
options to acquire PP&E) should be expensed as
incurred.
Issue 4: I believe that overhead costs directly
associated with the
construction or installation of PP&E should be allowed
to be capitalized.
For example, a company may have a machine builders
department whose function
is to build assets for productive use. If that
department's costs are
captured in a cost center and a unit cost (e.g. cost
per labor hour) can be
objectively determined, then I believe that those
overhead costs should be
as capitalizable. However, I do agree that all general
and administrative
overhead should be expensed as incurred.
Issue 5: I agree with the conclusion that property
taxes, insurance and
ground rentals as described should be capitalized, but
I would add that
these costs should be captured and amortized when
placed in service. These
costs are occupancy costs and should not be considered
a permanent cost of
the land.
Issue 6: I agree with these conclusions regarding
costs during the
in-service stage.

Issue 7: I believe that costs of removal should be
capitalizable. In the
case of replacing an asset or component, it seems
logical that one
capitalizes all costs necessary to place that asset in
service. In the case
of a replacement, that would include removal of the
old asset or component.
Issue 8: I agree completely with the conclusions as
noted in Issue 8.
Issue 9: I agree that the built-in overhaul method
should not be allowed and
that the component accounting methodology is more
logical and appropriate.
Issue 10: I agree with the guidance as set forth in
the Exposure Draft is
appropriate.
Issue 11: I believe a single cost-accumulation model
should be used, that
being the inventory cost-accumulation model, which I
think is consistent
with my response to issue 4 above. This would make the
costing issue more
clear and objective and not make the operating/capital
lease issue so
critical.
Issue 12: I completely agree with the component
accounting concept as
described in the Exposure Draft.
Issue 13: I would prefer that the net book value of
the replaced PP&E be
charged to the Loss on Disposal rather than
depreciation expense, but the
proposed treatment in the Exposure Draft is acceptable
as well.
Issue 14: I agree with the approach as set forth in
the Exposure Draft.
Issue 15: I agree with the amendments as set forth in
the Exposure Draft.
Issue 16: The alternatives are very reasonable and I
appreciate the ability
to apply this SOP on a prospective basis.
Issue 17: The ordering of the allocation methods is
reasonable, although I
think, as a practical matter, many companies will need
to use a fair value

basis because the accounting records may not be
available or in sufficient
detail to allocate net book value to components.
Issue 18: I think the approach as stated is
reasonable.
Issue 19: The alternative of allocating the difference
to the remaining
components is the most reasonable. The process itself
is fairly subjective
and I think this is a reasonable approach, assuming
that there are no
resultant impairment issues to consider. In addition,
this portion of the
SOP seems to be addressing allocation issues, not
valuation.
I appreciate the ability to comment on this SOP. As
stated previously, I
think you are providing some timely structure to the
area of PP&E
accounting.
Respectfully Submitted,
Valmont Industries, Inc.
Mark C. Jaksich
Vice-President - Controller
mcj@valmont.com
Phone (402) 963-1040
Fax
(402) 963-1095

Marc Simon
10/10/2001 09:47
AM

To: Sharon
Macey/NY/AICPA@AICPA,
agadkins@uss.com,
bdrake@ kpmg.com ,
cdaugherty@ dttus.com ,
leonard.gatti@ us.pwcglobal.com ,
lmayshak@ dttus.com ,
msimon@ aicpa.org,
rrendino@ pgrt.com,
jbrant@ deloitte.com ,
richard.h.moseley@aexp.com
cc:
Subject: PP&E Accounting Comment letter
#21

PP&E A c co u n tin g Com m ent le tte r #21
-----Forwarded by Marc Simon/NY/AICPA on 10/10/01 0 9 :4 6 AM
jim m @ w estriv.com
10/09/01 12:44 PM

To: msimon@aicpa.org
cc:
Subject: Proposed Rule - Accounting
related to PP&E.

I have been studying the proposed rule that would
change to method of
accounting for certain costs and activities related to
property, plant
and equipment. This seems to be very much like the
vintage accounting
approach that was proposed a few years ago. This
proposed rule, as with
the vintage accounting approach, is not in the best
interests of smaller
cooperatives, such as we are. First, we do not see a
problem with the
group accounting method that we are presently using.
This new component
accounting method would be very burdensome and time
consuming for all
cooperatives. For small cooperatives, like ourselves,
it would very
likely require hiring more employees at a time when we
have been
striving to reduce employees. Any additional costs
that are created,
such as this would do, will threaten our present
strategy of cost
cutting and rate stabilization.
Again, we do not see a problem with the present
accounting method and
ask that this change not be implemented.
Thank you for your consideration.
Jim Mutzenberger
Office Manager
Oliver-Mercer Electric Cooperative, Inc.
800 Highway Drive
Hazen, ND 58545
Phone 701-748-2293

Comment letter #22
October 9,2001
San Jose Water Co.
374 West Santa Clare Street
San Jose, CA 95196
Marc Simon
RE: Comments on file Reference number 4210.cc
Exposure Draft
Proposed Statement of Position
Accounting for Certain Cost and Activities Related to Property, Plant & Equipment
Dear members of the committee,
This letter is in response to the Exposure Draft, proposed Statement of Position,
accounting for certain cost and activities related to property, plant and equipment.
San Jose Water Co. has a long history, since its inception in 1866, of maintaining very
high balance of capital assets with long useful lives. This balance is comprised of
thousand of small items such as pipe, connectors, etc. The company is mandated by
Public Utility Commission to follow certain rules regarding capital assets and their
depreciation. These requirements are outlined in detail in PUC regulation publications
and the company has been in compliance with such regulations. The composite method
and group method of depreciation are allowed under PUC regulation and have been used
by San Jose Water Co.. Regulatory practice of using composite depreciation method
becomes GAAP and industry standard. Considering thousand of assets items being added
to our capital accounts every year ( i.e. pipes, motors and pumps), the company would be
heavily burdened if required to stop using the composite method and maintain different
components and depreciation. This would cause significant additional record-keeping and
administrative responsibilities for our company. We do not have the resources to
accomplish that and may not be able to justify this extra expenditure to the PUC since
they do not require it. Moreover, the information collected may not be useful to any
reader or user, as industry practice is to review asset (rate base) and depreciation that is
generally allowable for rate making purpose. There is no value added to the users.
In addition to PUC rules, the company is currently mandated to comply with Federal and
State tax laws and follow their respective depreciation rules.
In summary, it would be extremely burdensome if not impossible for us to capture
component cost and compute respective depreciation in such detailed level. We request
that the composite method remain an acceptable method for regulated industry.

Best Regards,

Edith Aiwaz

Controller

B O L IN G E R , S E G A E S , G IL B E R T & M O S S , L . L . P .
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October 4, 2001

Mr. Marc Simon, Technical Manager, Accounting Standards, File 4210.CC
American Institute of Certified Public Accountants
1211 Avenue of the Americas
New York, NY 10036-8775
Dear Mr. Simon:
This letter represents our firm’s response to the recently released exposure draft of a proposed
AICPA Statement of Position (SOP), Accounting for Certain Costs and Activities Related to
Property, Plant, and Equipment.
Our response has two objectives; first to respond to the SOP in general terms as it may affect
all those that may be impacted by its issuance and, secondly, to respond to the impact this SOP
would have on the utility industry. Our firm is heavily involved in the utility industry as auditors
for approximately seventy-five electric and telecommunications entities.
Based on our firms experience in auditing entities in multiple industries for forty-seven years we
do not agree with the Accounting Standards Executive Committee (AcSEC) conclusion that
guidance is needed in this area. We have not observed the significant diversity in practice cited
in the document. In our opinion no significant improvement in practice would be obtained in
relationship to the cost to implement this SOP. Current guidance and industry practice is
adequate in this area.
Response to Issue 3:
Issue 3 relates to the concept of using a timeline approach to determine expense vs.
capitalization policies. Specifically, this issue relates to the transition from the preliminary stage
to the pre-acquisition stage.
AcSEC considered other approaches to the issue of capitalization before selecting the timeline
approach that is outlined in this SOP. Using a capitalization approach was dismissed because
AcSEC felt they could not adequately address capitalization criteria. Our experience is that
capitalization criteria are already in place and being consistently and objectively applied. The
lack of specific defined guidance shouldn’t imply that current practice is inadequate.
The timeline approach in this area does not seem to promote consistency but instead increases
inconsistencies between entities. The SOP criteria provides for different accounting of similar
items simply because management has not clearly decided to go forward with a project. For
example, surveying, engineering, and design costs incurred while management is still trying to
determine to go forward are expensed under this guidance while the same costs are capitalized

Mr. Marc Simon, Technical Manager, Accounting Standards, File 4210.CC
American Institute of Certified Public Accountants
October 4, 2001
Page 2

if management has already made that determination. This approach focuses more on the
timing of a decision process rather than the nature of the expenditure, which leads to
inconsistent approaches to capitalization.
It would be more appropriate to combine these two timelines into one and provide for
capitalization using deferral of costs until a clear decision by management has been made. To
the extent that management elects to go forward on a particular project those costs related to
the project can be capitalized and those incurred for abandoned projects can be expensed.
Response to Issue 4:
This issue addresses the expensing of general and administrative and overhead (collectively
referred to as G&A here).
AcSEC’s position here is straightforward. If the item is G&A that is not directly related to a given
project it is expensed. The document goes on to state that AcSEC was concerned that overly
aggressive allocations of G&A may have occurred in the past. Our firm’s experience is not
consistent with this concern. If this is only a conjecture rather than a known observance why do
we need to address it? The assumption that this approach will provide better comparability
between periods is also faulty. Consider, for example, a year in which an entity was heavily
involved in capitalized construction activity vs. a year in which construction activity was minimal.
A comparison of these periods would show increased expenses in the year of light construction
as compared to the year of heavy construction providing the user of the financial statements
with the appropriate information and effects that these events have on the entity’s income.
The SOP requires G&A to be expensed if it is incurred internally or if it is a function supplied by
a third party such as information systems. If, however, these expenses are incurred by a third
party provider of the entire asset and billed to the entity they are included for capitalization.
Again, the SOP is inconsistent in its application. The focus should be on legitimate
expenditures related to the acquisition or construction of an asset rather than an accounting
function.
The SOP does not take into account that there are legitimate G&A expenses not directly related
to a given project that should be capitalized. For example, utilities have supervision activities
that include overall supervision of the entire construction department. Additionally, there are
many support services that are provided construction crews that are necessary functions but
that cannot be directly assigned to a particular project. These costs are related to the
construction of plant and should be capitalized rather than expensed.
The SOP should focus more on guidance on determining when the link between G&A and a
project is sufficient to provide for capitalization rather than dismissing it out of hand.
Response to Issue 6:
This issue deals with the expensing of items during the in-service stage unless they are
expended to acquire additional components or replace existing components.
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This SOP effectively eliminates the capitalization of amounts expended to extend the useful life
of an asset. The basis for this is that management would have considered this initially when
first capitalizing the asset and thus this eliminates the need to capitalize additional amounts.
When an asset is first placed into service, management cannot know everything about the
future use of the asset or the ability to extend the life. If an expenditure does provide for an
extension of the usefulness of the asset this cost should be spread over that extended life. This
SOP should provide for that possibility.
Response to Issue 7:
The issue here is the expensing of cost of removal as a period item rather than spreading this
cost over the useful life of the related asset.
In the utility industry cost of removal is an integral part of the costs associated with providing
service. Historically this cost has been incorporated into the depreciation rates used by the
utility and recovered over the useful life of the asset. Thus at the end of the life of the asset the
cost to remove the asset has also been recovered from those consumers benefiting from the
use of the asset.
To the extent that cost of removal can be reasonably estimated it should be recovered over the
useful life of the asset without regard to the industry. This appears to be the conclusion of the
Financial Accounting Standards Board (FASB) in the recently released statement number 143Accounting for Asset Retirement Obligations.
It is also our belief that this treatment of cost of removal meets the definition of liabilities and
expense as outlined in FASB Statement of Financial Accounting Concepts No. 6, Elements of
Financial Statements. A utility recovers anticipated cost of removal expenditures as a part of its
revenue rate structure. In order to offset this revenue the utility recognizes cost of removal
expense annually as part of the depreciation factor. This then matches the revenue recognized
with the recorded expense.
Response to Issue 9:
This issue concludes that the built-in overhaul method for planned major maintenance activities
is inappropriate.
As with our response to Issue 6, this decision hinged on AcSEC’s conclusion that management
can foresee the future in setting depreciation rates and should be locked into these decisions
without regard to events and circumstances arising in the future.
The built-in method recognizes that a correction must be made when it becomes apparent. It is
corrected by an adjustment to depreciation expense. Additionally, the costs incurred to
overhaul the asset would naturally extend its useful life and should be recovered over that life.
Response to Issue 12:
This issue deals with the preferred use of component accounting for property, plant, and
equipment.
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Component accounting is the method used by most industries but was found to be unworkable
in the utility industry. In this asset intensive industry there are numerous assets of a similar
nature that are combined for purposes of accounting. This is done because of the cost
prohibitive nature of trying to keep up with these assets individually. Component accounting
would add significant costs without any significant benefit. Group accounting as now employed
in the industry provides a reasonable basis for the allocation of asset costs over their useful
lives. We are not aware of any studies or other information to the contrary.
AcSEC states several reasons for their preference of component accounting over composite
accounting.
a. Component accounting is more precise. Though this may be correct, the precision
gained by adoption of this method in the utility industry is not likely to offset the
additional costs of applying this standard.
b. Historically, composite life may not have been determined with any degree of precision
and weighted averaging may not have been applied. In the utility industry the setting of
depreciation rates has historically involved studies to support the rates and weighted
averaging has been employed. In addition to the component method this SOP could
allow for the composite approach if the conditions mentioned above are met. As it is
now it will only be allowed if it can be proved it is substantially the same as component
accounting.
c. The composite approach may conceal errors for long periods. This concern can be
mitigated by requiring the calculations discussed in b. above and by grouping of similar
items.
d. Recognition of gains and losses yields evidence of life that cannot be seen in composite
accounting. Evidence of life does not require the measurement of booked gains and
losses. Reviewing a pattern of retirements can yield the information necessary to refine
any errors in life estimation. Again, this is a procedure that is done by many utilities and
this information is shared in different forums to allow its consideration by other utilities.
e. Use of composite accounting may result in reduced control over property, plant, and
equipment. The extent that control over any asset is deemed necessary is a function of
management and shouldn’t be imposed by the introduction of accounting standards.
Response to Issue 13:
The net book value of plant should be charged to depreciation expense when retired.
Group depreciation in the utility industry provides a systematic and reasonable approach for
allocation of asset costs through depreciation over the calculated average service life of the
given asset. By it’s very nature average service life implies that some assets in the group will
last longer than the average and some will have shorter lives. Tracking net book value and
expensing it does not significantly improve the degree of accuracy but most certainly adds
significant costs in the accounting process. We are not aware of any studies that conclude that
use of average service life to depreciate grouped assets results in erroneous conclusions.
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Response to Issue 14:
Use of other conventions must be proven to be substantially the same as the use of the
component accounting method.
In order to demonstrate that the method now used in utility accounting is comparable the
industry would have to convert their records to component accounting anyway. This does not
appear to give the relief that it may imply. As explained in our response to issue 12 we feel the
method now used in the utility is reasonable and should be recognized as an acceptable
method in this SOP without the burden of comparing it to the component method.
Response to Issue 16:
The SOP provides two approaches to the question of transition upon adoption of this standard.
Both options that are provided for would place a significant accounting burden on the utility
industry. Option (a) spells out two approaches to breaking down historical amounts into
components. Both methods would require significant accounting time and software revisions to
accomplish. Option (b) is also burdensome in that each retirement of pre-SOP assets would
require a calculation of net book value, which for an industry with the volume of on-going
retirements that are present with utilities would be a significant accounting task.
If this SOP is to go forward a third transition option should be provided to allow the current
accounting methods for pre-SOP assets until they are completely retired.
Other Matters:
AcSEC states that it decided not to include governmental entities in the scope of this SOP. It is
unclear to us what the difference would be in the capitalization of assets in a governmental
entity as opposed to other entities.
In the sample footnotes provided for property, plant, and equipment there is a disclosure of
repairs and maintenance expense for the periods presented. If this is not intended to become a
requirement of this SOP we suggest that this example be modified to remove this reference to
reduce confusion on what disclosures are required.
Conclusion:
As stated in our opening paragraphs we do not believe that guidance in this area is warranted.
It is our observation that current practice is substantially consistent from entity to entity and that
this SOP provides no significant benefits given the costs to implement it.
Within the document AcSEC states its goal to minimize diversity of practice among entities and
to increase consistency in application of capitalization procedures. Even if we agreed that these

problems existed in current practice this document does not achieve these goals. Examples
where diversity and consistency are not achieved include the definition of costs to be expensed
vs. capitalized in the early stages of a project. Costs of exactly the same nature can be handled
differently simply because of the timing of management’s decision to go forward. This does not
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appear to be a consistent handling of costs to acquire or construct assets. Another example is
the handling of G&A if it is included in a billing from a third party vs. the G&A incurred within the
entity. Again there is lack of consistency in this handling.
We urge AcSEC to consider withdrawing this proposed SOP given the reasons listed above.
Respectfully submitted,

BOLINGER, SEGARS, GILBERT & MOSS L.L.P.

(V\

McDonald’s Corporation
McDonald’s Plaza
Oak Brook, Illinois 60523-1900

(McDonald's

Direct Dial Number

630-623-3162

October 5, 2001

Mr. Marc Simon
Technical Manager, Accounting Standards
AICPA
1211 Avenue of the Americas
New York, NY 10036-8 775
File Reference No. 4210.CC
Dear Mr. Simon:
McDonald’s Corporation appreciates the opportunity to provide our perspective on the proposed
Statement of Position (SOP), “Accounting for Certain Costs and Activities Related to Property,
Plant, and Equipment”, prepared by the Accounting Standards Executive Committee (AcSEC) of
the American Institute of Certified Public Accountants. While we don't object to certain aspects
of the proposed SOP, we believe that any new rules related to property, plant and equipment
should focus on specific areas that need further guidance (e.g., expense vs. capitalization) and
should keep the existing rules that have adequately served the financial reporting community for
many years (e.g., depreciation methods and estimating useful lives). We also feel compelled to
comment on the particular aspects that we believe will be unnecessarily onerous for companies to
implement without commensurate benefits.
We understand AcSEC's rationale for presenting the SOP in terms of a project stage framework
rather than on whether an expenditure fits into certain classification categories. This is consistent
with other recently issued accounting guidance such as SOP No. 98-5, "Accounting for Costs of
Computer Software Developed or Obtained for Internal Use" and, therefore, appears to be a
viable framework. We also believe that the guidance related to accounting for costs in each stage
(e.g., expense vs. capitalization) appears appropriate and would help ensure consistency in
accounting for certain costs.
However, we strongly disagree with the proposed guidance related to component accounting.
There is not a convincing case for change related to the assigning of useful lives that warrants
new guidance in this area. The proposed SOP states that the composite life of an asset may not be
determined with a high degree of precision and implies that component accounting would provide
much more precision. We disagree with this conclusion because expected useful lives are, by
definition, estimates and accordingly we do not believe that the information resulting from using
component accounting would be any more "accurate" or useful. In addition, we are not aware of
significant issues involving companies not consistently applying useful lives among similar
assets or of significant consistency issues among companies within any specific industry.
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In addition, the amount of time, effort and costs needed for companies to compile and maintain
component information would be substantial, without providing more meaningful information to
users of the financial statements. For example, McDonald's owns more than 29,000 restaurant
buildings around the world. It would be extremely burdensome and costly to implement this
proposed SOP and separately account for every component of the buildings. We also do not
believe that it would provide our investors with any better information. Investors and financial
analysts are focusing on the cash flows and income that a company's assets are generating and the
proposed rules would not enhance their analysis of that information.
There are also implementation issues that would be very complex to apply under the proposed
rules. For example, there would be several alternative methods of allocating capitalized interest
to different components of a building that were completed at different times during the
construction of a building. The proposed guidance does not address this issue or any of the other
significant implementation issues such as how the proposed rules would help ensure that two
companies with similar assets account for the components of the assets similarly. Therefore, if
AcSEC decides to proceed with the issuance of guidance in this area, we believe that, at a
minimum, a public hearing or public roundtable should be held regarding the proposed guidance.
Since the proposed rules would have such a widespread effect on so many companies and
represents a substantial change to current accounting practice, we believe that a public forum
would provide AcSEC with meaningful feedback related to the practical consequences of
implementing this guidance. This would help ensure that all important implementation matters
are appropriately discussed and addressed prior to the issuance of the final rules.
In summary, we believe that any new guidance related to property, plant and equipment should
specifically address issues where diversity in practice exists and, therefore, the transparency of
financial statements would be enhanced if new or revised guidance was provided. We do not
believe that the portion of the proposal which requires use of the component method of
accounting accomplishes that objective. As a result, we believe that a more practical approach to
enhance financial reporting would be to (i) provide guidance on the framework to be used (i.e.,
project stage framework), (ii) provide guidance related to accounting for costs in each stage (e.g.,
expense vs. capitalization), (iii) allow companies to use composite lives for their assets as long as
they are used consistently among similar assets, (iv) ensure that companies use discipline in
substantiating that the composite lives accurately represent companies' best estimates of the
weighted average life of the individual components, and (v) ensure that when an asset or a portion
of an asset is replaced, an entity capitalizes the new asset and charges the estimated net book
value of the replaced asset to expense in the period of replacement. We believe that the above
approach represents a more viable and practical solution, without onerous cost consequences to
companies.
McDonald’s appreciates the opportunity to express our opinion on this matter. We strongly
believe that the issues we have discussed are important ones that deserve due consideration by
AcSEC. We would be pleased to discuss our comments in greater detail if requested.
Sincerely,

David M. Pojman
Vice President and Assistant Controller

Southern Power District
D
P
S

October 5, 2001

Mr. Marc Simon, Technical Manager, Accounting Standards File 4210.CC
American Institute of Certified Public Accountants
1211 Avenue of the Americas
New York, NY 10036-8775

Mr. Simon,
I am responding with comments about the proposed Statement of Position (SOP)
Accounting for Certain Costs and Activities Related to Property, Plant, and Equipment
(PP&E). I have listed my comments for certain particular issues.
Thank you for your consideration of my comments concerning this matter.
Sincerely,

James Erbes
General Accounting Manager

Issue 2: I do agree with the proposed “Project Stage Framework” to determine how to
account for costs related to assets. In the past, there have been a lot of costs that have to
be analyzed to determine if they should be added to the cost of an asset. This process
could take several years to determine and there had to be some very educated estimates of
whether the costs will be associated to an asset or not. By establishing this new guideline,
it will help eliminate confusion on how to treat some of the “preliminary” costs. I also
agree that these new stages of the “Project Stage” will help eliminate confusion and
provide guidance to understanding the timeframe of the asset.
I disagree with the proposed method (in the “In-Service Stage”) of using “component
accounting” when adding a new “component” to the asset. Having different useful lives
for each particular “component” of an asset would increase the record keeping for assets.
This is because the number of “components” to be separated into individual items could
be unlimited. Each item can be thought of as a “component”, but without all of the
“components”constructed/built together, the asset would not exist. Certain assets may
have large items that may need to be replaced/repaired sooner than other parts of the asset
(such as a roof of a building versus other parts of the building), but the “roof’ is just a
part of a much larger, complete asset. The additional costs of replacing an item should
continue to be added to the cost of the asset under the current method. The original cost
of the asset should not be expensed at this point because the life of the asset is not
complete.
I agree with the proposed method of capitalizing replacements and additions in the “InService Stage”. I disagree with the proposed method of expensing book values of
replaced PP&E unless the asset’s life is complete.
I also disagree with the proposed method that the relocation costs of an existing asset be
expensed. This is a cost that has capitalized in the past. This is because it is a cost of
preparing the asset for its intended use. Moving/relocating the asset has nothing to do
with the life of the asset. It still exists. Moving/relocating costs should continue to be
capitalized as part of the asset.

Issue 3 :1 do agree with the proposed “Project Stage Framework” to determine how to
account for costs. In the past, there have been a lot of costs that have to be analyzed to
determine if they should be added to the cost of an asset. This process could take several
years to determine and there had to be some very educated estimates of whether the costs
will be associated to an asset or not. By establishing this new guideline, it will help
eliminate confusion on how to treat some of the “preliminary” costs.

Issue 6 :1 agree with the proposed method of expensing normal recurring, or periodic
repairs and maintenance costs. I also agree with the proposed method of capitalizing
replacements and additions in the “In-Service Stage”. I disagree with the proposed
method of expensing book values of replaced PP&E unless the asset’s life is complete. I
also disagree with the use of “component” accounting for the use of assets in which an
item is being replaced, etc.
I also disagree with the proposed method that the relocation costs of an existing asset be
expensed. As mentioned before, this is a cost that has capitalized in the past. This is
because it is a cost of preparing the asset for its intended use. Moving/relocating the asset
has nothing to do with the life of the asset. It still exists. Moving/relocating costs should
continue to be capitalized as part of the asset.
Issue 7: I agree with the proposed method of expensing the removal costs of an asset if
its useful life is over. If the asset’s life is not complete, I would continue to capitalize the
costs as part of the asset because the asset is not complete. I agree that if the removal
costs are for the construction of another asset, the cost should continue to be considered
as a part of the cost of preparing the new asset for its intended use.

Issue 8 :1 agree/disagree with the new proposed method in paragraph 4 4 .1 agree that all
maintenance costs be expensed unless the costs represent an acquisition or replacement. I
disagree with using “component” accounting in accounting for these costs. (See
comments in Issue #2).
Issue 12: Having different useful lives for each particular “component” of an asset would
increase the record keeping for assets. This is because the number of “components” to be
separated into individual items could be unlimited. Each item can be thought of as a
“component”, but without all of the components”constructed/built together, the asset
would not exist. Certain assets may have large items that may need to be
replaced/repaired sooner than other parts of the asset (such as a roof of a building versus
other parts of the building), but the “roof’ is just a part of a much larger, complete asset.
The “component” accounting could overwhelm the financial statement reader with much
information about separate classes of assets, but may not necessarily provide the reader
much more important information.
The change of assets useful lives would add to the record keeping due to differences
between the proposed new useful lives of assets versus the useful lives established by the
Internal Revenue Service. The benefit of the proposed method doesn’t outweigh the costs
of additional record-keeping procedures. I propose to continue with the existing standard.

Issue 13: I do agree that the net book value of the replaced PP&E should be charged to
depreciation expense in the period of replacement. Depreciation expense has theoretically
been thought of as an allocation of the cost of the asset over the useful live of the asset. If
the asset is replaced and/or removed from service, the asset’s life is complete. If the asset
is not fully depreciated at the time of disposal, the remainder of the cost of this asset
should be expensed at that time. This is because there is now enough information to know
how to allocate the costs of the asset or match expenses to the proper period. This agrees
with the conservatism concept to not overstate income or assets. This also agrees with the
matching concept to match expenses with the proper revenues.

Issue 14: As stated in issue #12,1 disagree with the “component” accounting of assets
because of the large increase of record keeping of assets.
I propose to continue with the existing standard.

Issue 17: I agree with the allocation method used in paragraph 71(a). As stated in issue
#12,1 disagree with the “component” accounting of assets because of the large increase of
record keeping of assets.
I propose to continue with the existing standard.

Issue 19: As stated in issue #12,1 disagree with the “component” accounting of assets
because of the large increase of record keeping of assets. (See comments in Issue #2)

P.O. Box 1 Johnson City, Texas 78636-0001
(830) 868-7155 • 1-888-554-4732

Pedernales Electric

October 3, 2001

Mr. Marc Simon
Technical Manager
Accounting Standards, File 4210.CC
American Institute of
Certified Public Accountants
1211 Avenue of the Americas
New York, New York 10036-8775
Dear Mr. Simon:
We are writing to express our opposition to the proposed
accounting rule regarding Accounting for Certain Costs and
Activities Related to Property, Plant, and Equipment (PP&E).
As you must know, this rule change would adversely affect
electric cooperatives' margins and increase accounting and
administrative expenses in the process.
Pedernales Electric Cooperative would be doubly harmed by this
new rule. Effective October 1, 2001, the Cooperative is
installing a totally integrated business software package that
has taken two years to implement. The proposed PP&E rule would
set our cooperative back in both time and expense.
For our utility, or any utility for that matter, your proposed
rule is untenable. We advise you to confer with other utilities
and recognize the burden that your proposed rule would place on
every utility and utility ratepayer.
We anticipate AICPA's announcement that the proposed rule has
been rejected.
Sincerely,

Bennie Fi
General I
B F :m p

cc: Glenn English
Mike Williams
Mike O'Brien

INTERNATIONAL
SHIPHOLDING
CORPORATION
October 4, 2001

Mr. Marc Simon
Technical Manager, Accounting Standards
File 4210.CC
American Institute of Certified Public Accountants
1211 Avenue of the Americas
New York, NY 10036-8775
Dear Mr. Simon:
On behalf of International Shipholding Corporation, the following comments are bemg provided
on the Exposure Draft of the Proposed Statement of Position, “Accounting for Certain Costs and Activities
Related to Property, Plant, and Equipment” issued June 29, 2001 by the Accounting Standards Executive
Committee of the AICPA. We are specifically commenting on the proposed change in accounting for
planned major maintenance activities and have directed our comments to Issues 8 and 18 as outlined in the
letter by David B. Kaplan, Roy P. Rendino, and Arleen Thomas that accompanied the aforementioned
Exposure Draft.
Issue 8: Paragraph 44 of the proposed SOP states that the total of costs incurred for planned major
maintenance activities does not represent a separate PP&E assets or component. It states that
certain of those costs should be capitalized if they represent acquisitions or replacements and that all
other costs should be charged to expense as incurred. Paragraph 45 prohibits alternative accounting
treatments including (a) the accrual of a liability for the estimated costs of a planned major
maintenance activity prior to their being incurred, and (b) the deferral and amortization of the entire
cost of the activity.
Do you agree with those conclusions? If not, what alternatives would you propose and why?
We do not agree with the conclusion that planned major maintenance activities should be
expensed as incurred. This issue is relevant in our industry, water transportation, to accounting for
periodically drydocking vessels m our fleet to perform “planned major maintenance activities.” We believe
these drydockings do represent true assets that should be capitalized and also believe that deferral and
amortization of these costs as assets results in more truly matching revenues and related expenses than if
the costs were expensed as incurred.
Capitalizing Costs as Assets: We believe that the costs incurred to drydock our vessels increases
the value of those vessels for a specified period of time. Each vessel in our fleet must be registered with a
regulatory body in order to enter certain ports, obtain insurance, carry cargo for certain customers, and to
perform many other aspects of operations. Among other certification requirements, these vessels must
undergo drydockings periodically and pass inspection by the relevant regulatory body. If a vessel does not
for any reason meet the certification requirements, such as if required drydocking work was not performed,
the regulatory body will not certify that vessel for operations, which will result in cancellation of insurance,
port detentions, and other serious business interruptions. Any company operating vessels such as those in
our fleet must meet these same certification requirements. Therefore, there is a value associated with these
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costs that would be realized if a vessel were sold. The value of a vessel that has recently been drydocked
will be higher than the value of the same vessel if it was due for a drydocking in the near fixture.
Matching of Revenues and Expenses: These “drydockings” occur at scheduled intervals, and the
work performed during these periods provides benefits to the operation of those vessels during the
subsequent interval. These vessels must be removed from their operating routes and repositioned
appropriate locations for such drydockings, which takes them out of the revenue earning cycle for the
period of the drydocking. The nature of the work to be performed on these vessels requires that they be on
a dry location. Therefore, although some of the work performed during these drydocking sessions could
possibly have been postponed and performed as needed (over the “drydock interval”), this is not practical
or economical given the nature of the assets and the business.
We base the rationale for using the deferral and amortization method of accounting for these
drydockings on the concept of matching revenues with related expenses as discussed in the FASB
Statement of Financial Accounting Concepts No. 3, “Elements of Financial Statements of Business
Enterprises.” Following are the relevant excerpts from that statement:
Paragraph 84: A major difference between accrual accounting and accounting based on
cash receipts and outlays is timing of recognition of revenues, expenses, gains, and
losses. Investments by an enterprise in goods and services for its operations or other
activities commonly do not all occur in the same period as revenues or other proceeds
from selling the resulting products or providing the resulting services.
Paragraph 85: Accrual accounting uses accrual, deferral, and allocation procedure whose
goal is to relate revenues, expenses, gains, and losses to periods to reflect an enterprise’s
performance during a period instead of merely listing its cash receipts and outlays. Thus,
recognition of revenues, expenses, gains, and losses and the related increments or
decrements in assets and liabilities - including matching of costs and revenues,
allocations, and amortization - is the essence of using accrual accounting to measure
performance of business enterprises.
Paragraph 89: However, many assets yield their benefits to an enterprise over several
periods. Expenses resulting from their use are normally allocated to the periods of their
estimated useful lives (the period over which they are expected to provide benefits) by a
“systematic and rational” allocation procedures, for example, by recognizing depreciation
or other amortization. Although the purpose of expense allocation is the same as that of
other expense recognition - to reflect the using up of assets as a result of transactions or
other events or circumstances affecting an enterprise - allocation is applied if causal
relations are generally, but not specifically, identified.
The revenues earned from the vessels that are periodically drydocked are negotiated based on the
deferral and amortization method. Many contracts are of a long-term nature, and while customers are
willing to pay for the cost of drydocking over a period subsequent to the actual drydocking, they would
likely not be willing or able to fund the full cost of a drydocking at the time it is actually incurred.
Therefore, given the proposed method of expensing these costs as incurred, revenues would be spread
systematically over a contract period, while expenses would peak periodically, presenting a distorted
picture of income when compared between periods.
We understand the Committee’s intention to provide conformity in the treatment of major planned
maintenance activities among firms to provide for comparability. However, we believe requiring the
deferral and amortization method as the acceptable method, at least for firms within the water
transportation industry, would allow for this comparability among firms while also maintaining consistency
from period to period in reported earnings for individual firms.
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Issue 18: Paragraph 72 of the proposed SOP states that the SOP should be applied prospectively for
all costs incurred after the adoption of the SOP. It also states that costs incurred prior to the
adoption of the proposed SOP should not be re-characterized (as capital or expense items) to
conform to the guidance in the SOP, with the exception of certain costs of planned major
maintenance activities.
Do you agree with that approach? If you do not agree with that approach, what approach would you
propose and why?
We do not agree with the proposal that any unamortized deferred planned major maintenance
activity costs be charged against income as a “Change in Accounting Principle” upon effective date of this
proposal. Theoretically, as discussed previously, we disagree with the proposal requiring that such costs be
expensed as incurred subsequent to the effective date of the proposal. However, if the Committee proceeds
with implementing the proposal, we further disagree with the proposed treatment for unamortized costs
primarily due to the effect such a charge would have on compliance with various covenants contained in
agreements with Noteholders, banks, and others. These agreements were negotiated with the assumption
that any major planned maintenance activities would be deferred and amortized and any requirements
related to earnings were based on reasonable estimates given that treatment. Failure to meet these covenant
requirements could lead to significant repercussions for our company. Although it may be possible in some
instances to negotiate amendments to such agreements to waive these requirements temporarily, such
amendments could be costly in terms of future relationships with these institutions, and there is no
guarantee that they would agree to such amendments.
We believe that any remaining unamortized deferred planned major maintenance activity costs as
of the effective date of this proposal should be amortized over the remainder or the original period with
disclosure of such treatment in the notes to the financial statements.
We would welcome the opportunity to further discuss our views on these topics with your
committee.

Vice President, Controller, and Chief Accounting Officer
International Shipholding Corporation

Fulton C ounty REMC
1448 West State Road 14 • P.O. Box 230 • Rochester, Indiana 46975
(219) 223-3156 • Fax (219) 223-4353

October 4, 2001
Marc Simon, Technical Manager
Accounting Standards, File 4210.CC
American Institute of Certified Public Accountants
1211 Avenue of the Americas
New York, NY 10036-8775
Dear Mr. Simon:
It has come to my attention that the AICPA has published a proposed accounting rule
regarding accounting for certain costs and activities related to property plant and equipment
(PP81E). Among other requirements, this rule would: (1) strictly limit the types of costs that
could be capitalized as PP&E; (2) impose a detailed system of property accounting and depre
ciation by asset component; (3) require current period expense recognition of gain or loss on
replacement or disposal of an asset component; and (4) require current period expense re
moval of asset costs.
Through the years, we have followed the uniform system of accounts concerning activi
ties of PP&E. We use the group and composite method of depreciation, grouping like assets or
assemblies of assets forming our plant facility together for purposes of computing depreciation
expense. The asset removal cost is considered a component of depreciation; and the gains and
losses of assets within a group are typically not recognized. The present procedure has served
us very well over the years. I believe that it results in an accurate reflection of the net cost of
our plant.
Under the proposed rule, there would be an increase in the record keeping burden and
costs. For a small electric cooperative (like Fulton County R.E.M.C.) with only 17 employees
(with each employee already having a full workload), this proposed rule would require the hir
ing of additional help.
Presently, in order to maintain reasonable rates for our members, we have a very mini
mal margin built into our electric rates. Under the proposed rule, margins would be much more
volatile; and we would have to increase rates to guarantee that adequate margins are made to
meet lender requirements.
I would encourage the AICPA to seriously consider leaving the present generally ac
cepted accounting principles governing PP&E in place.
Thank you.
Sincerely,
FULTON COUNTY R.E.M.C.
Eldon Umbarger
CEO
dd
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O c to b e r 5 , 2 001

M arc S im o n , T e c h n i c a l M a n a g e r, A c c o u n t in g S t a n d a r d s ,
A m e ric a n I n s t i t u t e o f C e r t i f i e d P u b l i c A c c o u n t a n t s
1211 A v e n u e o f t h e A m e r ic a s
New Y o rk , NY 1 0 0 3 6 -8 7 7 5
RE:

F ile

4 2 1 0 . CC

P r o p o s e d A c c o u n t in g R u le

D e a r M r. S im o n :
I h a v e r e a d t h e i n f o r m a t i o n r e c e i v e d on t h e new a c c o u n t i n g p r o p o s a l ,
a n d I f e e l t h a t h a v i n g t o k e e p tw o s e t s o f b o o k s w o u ld b e e x t r e m e l y
cum bersom e f o r o u r b u s i n e s s .
W ith t h e m u l t i t u d e o f i t e m s
(su c h a s
p o w e r p o l e s a n d o v e r 3000 m i l e s o f l i n e ) t h a t we d e a l w i t h , i t w o u ld b e
v i r t u a l l y i m p o s s i b l e t o k e e p s u c h r e c o r d s o n th e m .
I w o u ld a p p r e c i a t e r e c o n s i d e r a t i o n o f t h i s p r o p o s a l .

T h an k y o u ,

M e la n ie Brown
M anager o f F in a n c i a l S e r v ic e s

Rhp/MB

"Owned by Those We Serve”

Marc Simon
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To: agadkins@uss.com,
bdrake@kpmg.com,
cdaugherty@ dttus.com ,
leonard.gatti@ us.pwcglobal.com ,
lmayshak@ dttus.com,
msimon@aicpa.org,
rrendino@ pgrt.com,
jbrant@ deloitte.com ,
richard.h.moseley@aexp.com,
Sharon Macey/NY/AICPA@AICPA
cc:
Subject: Comment Letter #30

PP&E C om m ent le tte r # 3 0 . I d o n 't know w h a t Oct. 4 call she's
referring to , and I responded to her (politely) to th a t e ffe ct.
M arc
Forwarded by Marc Simon/NY/AICPA on 10/15/01 01:4 2 PM
hettyp@cullmanec.co

10/12/01 11:36 AM

To: msimon@aicpa.org
cc:
Subject: Accounting for Certain Costs and
Activities Related to Property,
Plant, & Equipment

The proposed rule would place a heavy burden on
cooperatives due to the fact
that most would have to upgrade computer systems or
make extensive changes
to current programs. Since it would totally change
the way we account for
property, plant and equipment, we would have labor and
training issues with
associated costs. According to what I have read about
the proposed rule,
the pattern of cooperatives net margins would be
effected also which would
make it difficult to budget and meet required
financial ratios.
I was unable to make the October 4th conference call.
Will there be others?
Betty
Cullman Electric Cooperative
P 0 Box 1168
Cullman, AL 35056-1168
Voice-256-737-3253
Fax-256-737-3218

October 12, 2001

Mr. Marc Simon
Technical Manager, Accounting Standards
File4210.CC
American Institute of Certified Public Accountants
1211 Avenue of the Americas
New York, NY 10036-8775
RE:

Proposed Statement of Position: Accounting for Certain Costs and Activities Related to Property,
Plant and Equipment

Dear Mr. Simon:
Carnival Corporation (“Carnival” or the “Company”) appreciates the opportunity to comment on the
exposure draft of the proposed statement of position (the “proposed SOP”) referred to above. By way of
background, Carnival is the world’s largest cruise company and is comprised of six brands, including
Carnival Cruise Lines, Holland America Line, Costa Cruises, Cunard Line, Seaboum Cruise Line and
Windstar Cruises. We currently operate 43 cruise ships having a net book value of approximately $7.5
billion and have contracts for the construction of an additional 15 ships over the next four years at an
estimated cost of approximately $6.6 billion. Our ship assets account for approximately 70 percent of our
total assets and our ship maintenance costs represent a significant annual cost. We are one of the four
public cruise companies which collectively account for approximately 70% of the world’s cruise ship
capacity and control approximately 80% of the new ship order book.
Certain views presented in the proposed SOP could have a significant impact on accounting for cruise ship
related expenditures. Accordingly, we would like to take this opportunity to provide you with a brief
summary of our views as follows:
Component Accounting
As noted above, the most significant assets of a cruise company are its cruise ships. New ships typically
cost anywhere from $300 million to $800 million. These ships are very large and complex projects taking
two to three years to complete. The construction is contracted for with unaffiliated shipyards. The total
contract price includes the tens of thousands of component parts which are part of each ship. Although
each significant component part that does not fall below certain reasonable thresholds can be separately
identified and assigned an estimated cost, useful life and salvage value, it would be necessary for us to
make thousands of estimates in order to implement the proposed SOP which, in our opinion, would not
result in more useful financial statements. In addition, the initial and on-going cost required to identify,
track and depreciate all of the component parts will be significant. Based on our research, none of the
cruise line companies have prepared cost segregation studies for their ships and, accordingly, the cost of
obtaining such studies, to be used only for complying with the proposed SOP, would be totally incremental
to our industry’s current cost structure. In addition, it is typically impracticable to obtain data that
segregates removal costs from installation costs and, therefore, the proposed SOP requirement to expense
disposal costs as incurred would also require the use of estimates or the development of entirely new data
collection processes.
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We understand that the proposed SOP will allow us to continue to use the composite or similar methods if
their results are not materially different than the detailed component method prescribed by the proposed
SOP. However, we would have to annually support that our method’s computation was materially
equivalent to the detailed component method. In order to perform this specific reconciliation, it would be
necessary for us to incur the same cost and effort as if we had implemented the component depreciation
method to the level prescribed in the proposed SOP. Accordingly, the use of the proposed SOP’s
materiality exemption would not reduce our costs, as we would have to actually prepare our depreciation
calculations twice.
In addition, based on our research, substantially all of the cruise industry accounts for ship related cost and
depreciation in the same manner. As noted above, the adoption of the proposed SOP would require each
cruise line company to make thousands of separate estimates which in all likelihood would result in a lack
of financial statement comparability. We therefore cannot understand how this proposed SOP would
achieve uniformity in practice for the accounting of ship costs and related depreciation.
In summary, the component accounting at the detailed level prescribed by the proposed SOP is not cost
justified, nor do we believe it would enhance the measurement of the cost or depreciation expense of the
cruise industry’s ships to the degree commensurate with the cost of applying the proposed SOP. In
addition, the application of the component method would likely result in a lack of comparability among
financial statements of the cruise line companies. Also, the significant increase in administrative costs, in
addition to the other cost increases that the industry is facing in light of recent events, will result in a less
cost efficient industry and will effect our overall competitiveness. Finally, we believe that changing U.S.
GAAP to require extensive detailed ship componentization will be counter to the existing international
accounting standards and, therefore, make it more difficult to integrate the U.S. and international
accounting standards which is a goal for the future. While it maybe possible to account for some level of
componentization at not such a detail level as required by the proposed SOP, we do not believe that the
results of such a compromise will provide significantly more usefu l information than the method now used
by the cruise line industry.
Planned Major Maintenance Activities
The cruise industry drydocks its ships every one to two years to perform major maintenance activities, such
as painting below the waterline, polishing the propeller, sealing the stem tube, blasting and coating, etc.,
and capital expenditures. The planned maintenance portion of the drydock work typically costs between $1
million and $2 million for a large cruise ship. The proposed SOP would eliminate the accounting methods
of accrued in advance or defer and amortize which, based on our research, are the accounting methods used
by the cruise line companies to account for their major maintenance related drydock costs. We believe that
these drydock costs should be charged to expense over their period of benefit, which as noted above is
typically one to two years. To require the industry to expense these costs as incurred would not allow for
an appropriate matching of revenues and expenses. In addition, the expensing as incurred method would
significantly impact quarterly earnings and could result in a reduced level of interim financial statement
comparability among cruise line companies.
Finally, we understand that Accounting Principles Board Opinion No. 28, “Interim Financial Reporting”
(“APB No. 28”) currently allows for expenses to be allocated between interim periods within the same
year, if such expenditures specifically benefit more than one interim period. The proposed amendment to
APB No. 28 would eliminate this ability to allocate drydock expenses within a fiscal year, while not
changing the accounting of other types of allocable interim period expenses. This change in the long
standing approach to allocating annual expenses to interim periods, if such interim periods are specifically
benefited, would subject our industry, as well as other affected industries, to significant interim earnings
volatility.
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Liquidated Damages
The proposed SOP would require all liquidated damages to be accounted for as a reduction to the cost of
Property, Plant & Equipment (“PP&E”). Cruise companies have received liquidated damages in the past as
a result of the delayed delivery of certain of its new ships. Typically, cruise companies have accounted for
these liquidated damage payments first as a reduction to ship costs in an amount equal to the interest
capitalized during the delay period, with the remaining damage proceeds being recorded as income. These
liquidated damage payments were contractual obligations whose amounts were negotiated to specifically
reimburse the ship owner for finance charges, incremental costs and lost profits from cruises cancelled as a
result of the delay in delivery. The cruise industry sells its cruises months in advance of a new ships’
contractual delivery date, and when such date is delayed they are obviously required to cancel sold cruises,
and thus incur significant costs (including payments to travel agents and customers for cancelled cruises)
and lost profits.
AcSEC’s discussion that liquidating damages should be accounted for in a similar manner to early
completion bonuses is contrary to the underlying negotiated reasons for delayed delivery provisions in
cruise ship construction contracts. We believe that cruise ship construction contract liquidated damages
should be accounted for in a manner similar to business interruption insurance. In fact, based on our
research, some members of our industry purchase business interruption insurance to cover the risk of late
delivery versus contractual liquidating damage clauses within their ship construction contracts.
Accordingly, the comparability among the cruise lines’ financial statements would be adversely impacted if
the accounting for liquidated damages was different between companies merely as a result of where a
company obtained coverage for this risk (i.e. from a shipyard versus from an insurance company).
Accounting for Costs Incurred
The proposed SOP would not allow for the capitalization of incremental general and administrative
(“G&A”) expenses, such as rent, utilities, etc. Cruise companies are directly involved throughout all
phases of building new ships and, thus, incur incremental G&A costs to enable them to perform these
services. Cruise company shipbuilding departments include naval architects, engineers, former naval
officers, etc. The G&A costs incurred by these departments, which are very often located in separate
facilities, are incremental and are required to be incurred in order to properly build new ships.
Accordingly, we believe it is appropriate to capitalize these incremental G&A costs. To require these costs
to be expensed as incurred, when similar costs are incurred by unaffiliated shipbuilding contractors and,
accordingly, capitalized by the ship owner, would result in a different accounting treatment for the same
types of costs based merely upon who incurs such costs.
Carnival appreciates the opportunity to participate in AcSEC’s considerations with respect to accounting
for PP&E. If you have any questions regarding this response please contact me at (305) 599-2600
(extension 65755).
Very truly yours,

Larry Freedman
Vice President - Finance and Controller

Via electronic mail
October 1, 2001
Mr. Marc Simon
Technical Manager, Accounting Standards, File 4210.CC
AICPA
1211 Avenue of the Americas, New York, NY 10036-8775
Dear Mr. Simon:
We have read the Exposure Draft for the Proposed Statement of Position, Accounting for
Certain Costs and Activities related to Property, Plant, and Equipment. Your
consideration is respectfully requested regarding our response to Issue 3, which was
outlined in your letter of June 29, 2001 as follows:
Project Stage Framework
Issue 3; Paragraph 16 of the proposed SOP states that the preliminary stage ends and
the preacquisition stage begins when the acquisition of specific property, plant, and
equipment (PP&E) is considered probable. Paragraph 22 of the proposed SOP states
that, other than the costs of options to acquire PP&E, all costs incurred during the
preliminary stage should be charged to expense as incurred. Do you agree with this
conclusion? If not, how would you propose to modify the guidance and why?
Background: LNR Property Corporation makes solid, strategic investments in real
estate and real estate related assets where we can utilize our management skills,
financial expertise, workout experience and longstanding relationships to enhance the
returns on those investments. Comprehensive due diligence up front ensures
predictable success. We know that the best way to make a great investment is to
evaluate it properly in the first place. Before making any investment, we perform
extensive, hands-on, property level due diligence. This due diligence comprises a
significant investment for LNR, and the amounts expended on properties in which we
eventually invest provide future value.
Current Accounting Practice: At LNR, we track the amounts expended on due
diligence for each potential investment. For those in which we eventually invest, we
capitalize the costs to reflect the benefit that the due diligence process generated, in
accordance with SFAS 67, Accounting for Costs and Initial Rental Operations of Real
Estate Projects, and with EITF 97-11, Accounting for Internal Costs Relating to Real
Estate Property Acquisitions. For those in which we do not invest, all amounts are
expensed.
Relevant Accounting Literature: FASB Concepts Statement 6 provides a definition of
an asset in paragraphs 25 and 26, as follows:
Assets are probable future economic benefits obtained or controlled by a particular entity
as a result of past transactions or events.
An asset has three essential characteristics: (a) it embodies a probable future benefit
that involves a capacity, singly or in combination with other assets, to contribute directly
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or indirectly to future net cash inflows, (b) a particular entity can obtain the benefit and
control others’ access to it, and (c) the transaction or other event giving rise to the
entity’s right to or control of the benefit has already occurred.
In our opinion, due diligence expenditures on the assets in which we eventually invest
clearly meet the definition of an asset. The extensive due diligence process that we
undertake has a direct effect on our profitability, increasing our return on investment.
This increased return, directly attributable to the due diligence process, is the future
benefit derived from expenditures already incurred, and therefore we capitalize those
expenditures as part of the cost of the asset.
We understand that this proposed SOP was based, in part, on analogous treatment for
research and development expenditures, and for start-up costs. In our opinion, the due
diligence expenditures incurred on assets in which we subsequently invest are more
analogous to direct loan origination costs as discussed in SFAS 91, Accounting for
Nonrefundable Fees and Costs Associated with Originating or Acquiring Loans and
Initial Direct Costs of Leases, rather than to either of these two items. Start-up costs,
while providing a future benefit, do not have a clearly identifiable life nor benefit, as a
company may exist into perpetuity or for a very short period. Research and
development costs may provide a future benefit, but allocating the expenditures to
successful end-products versus unsuccessful ones is likely not possible, given the
nature of research and development. Often many different paths are pursued before
one proves viable, and allocating the costs incurred to that point to the various
alternatives explored may not be feasible, especially given that a successful result may
have been a tangential offshoot of an unsuccessful one.
Our due diligence costs, in contrast, are directly attributable to the related asset, and
have a clearly defined benefit and life. This is analogous to fees capitalized when the
related loan is acquired, or to the practice of capitalizing expenses incurred in making an
asset ready for use. Therefore, we feel that capitalization of these costs as part of the
cost of the related asset is appropriate and supportable under current, analogous
accounting literature.
Proposed Amendment to Draft SOP: In accordance with the discussion and
conclusion above, we respectfully propose that the guidance be modified such that
incremental costs associated with due diligence incurred during the preliminary phase be
capitalized if the expenditure supports the eventual purchase of an asset, and expensed
otherwise.
Sincerely yours,

Shelly Rubin, Chief Financial Officer
LNR Property Corporation

Marc Simon

10/15/2001 0 2:0 4 PM

To: agadkins@uss.com,
bdrake@kpmg.com,
cdaugherty@ dttus.com ,
leonard.gatti@ us.pwcglobal.com ,
lmayshak@ dttus.com,
msimon@aicpa.org,
rrendino@ pgrt.com,
jbrant@ deloitte.com ,
richard.h.moseley@aexp.com,
Sharon Macey/NY/AICPA@AICPA
cc:
Subject: PP&E comment letter #33

PP&E C om m ent le tte r #3 3
Forwarded by Marc Simon/NY/AICPA on 10/15/01 02:03 PM
Wanda.Christenberry@
YorkElectric.net

10/15/01 11:30 AM

To: msimon@aicpa.org
cc:
Subject: Accounting for Certain Costs and
Activities Related to Property,
Plant, and Equipment (PP&E)

Dear Mr. Simon:
Please be advised that our accounting department staff
and management has
reviewed the AICPA's exposure draft regarding
Accounting for Certain Costs
and Activities Related to Property, Plant, and
Equipment (PP&E). We would
like to go on record as opposing this proposed rule.
As an electric cooperative, we abide by the RUS
approved accounting
principles and the AICPA's proposed rule will
substantially change the
accounting for PP&E in our financial statements. We
are not receptive to
the use of component accounting for PP&E. The
administrative,
organizational, and record-keeping burden of the
component accounting
proposal would be significantly greater as compared to
the group accounting
system we presently use. We also foresee increased
audit costs due to
component accounting.
We will appreciate your taking time to review the
comments from the National
Rural Electric Cooperative Association (our national
organization).
Sincerely,
Wanda G. Christenberry
Manager of Finance and Personnel Services
York Electric Cooperative, Inc.
P. 0. Box 150, York, SC 29745
wanda.christenberry@yorkelectric.net
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October 15, 2001
Via Internet to msimon @aicpa.org
Mr. Marc Simon
Technical Manager, Accounting Standards
File 4210.CC, AICPA
1211 Avenue of the Americas
New York, NY 10036-8775
Re: Exposure Draft on Proposed SOP- Accounting for Certain Costs and
Activities Related to Property, Plant, and Equipment
Dear Mr. Simon:
I am writing to give you a few comments on the referenced exposure draft. I think you
have done an admirable job in preparing a well-organized and thoughtful document. We
hope to make the proposed SOP even better with our comments.
I am the Corporate Controller and Chief Accounting Officer at Calpine Corporation, a
leading independent power producer based in San Jose, California. We have a
corporate goal of growing to 70,000 megawatts in operation by the end of 2005 versus
the 11,000 megawatts we currently have in operation. To put this in perspective, the
entire electric generation capacity in the United States is currently approximately
800,000 megawatts. Most of our growth will come from new power projects developed
and constructed by Calpine, and, we believe, we currently have underway the largest
power construction program in the history of the world. This program was the cover
page feature of the July 9, 2001 edition of Engineering News-Record. At a cost of
approximately $600,000 per megawatt to build, this additional capacity will cost us on
the order of $33 billion to put in place. Accordingly, Calpine is very interested in the
referenced exposure draft, as it will arguably have more impact on us than all but a few
companies in the world.
We are most concerned with two items in the exposure draft which we believe will
produce misleading results and will, in general, have an adverse effect on the
independent power industry. These two issues are (1) the capitalization of general and
administrative costs; and (2) the criteria for determining when assets, specifically power
plants, should be deemed to be in service.
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1. Capitalization of General and Administrative Costs.
The exposure draft states that general and administrative type support costs may
not be capitalized during the development or construction period. Currently, direct
costs incurred in the development and construction stage can be capitalized when it
is probable that the project will be constructed on an economically viable basis. We
believe that the current method is more appropriate for several reasons. First,
capitalizing costs during the development and construction stage and subsequently
expensing such costs through depreciation charges when the plant becomes
operational results in the proper matching of revenues and expenses. These costs
should be expensed when the plant is in service and generating revenue. Requiring
such plant development costs to be expensed when the plant is not generating
revenue distorts the operational performance of our existing operational assets.
We believe that these general and administrative support costs are directly related to
the development and construction of power projects. During the late stages of
development and during construction, developers perform key tasks that are
necessary to the successful completion of the project such as:
•
•
•
•
•
•
•

Secure plant site and easements
Obtain air permit, certificate of need, authority to construct
Secure transmission access rights
Negotiate gas pipeline easements and permits
Procure major equipment and contract for engineering and construction
services
Manage construction
Undertake plant commissioning and testing activities

Moreover, developers cannot function without office space, telephone and IT
support, utilities and the like. Additionally, we believe that even though these costs
may not be material to most companies in most industries, such costs are material to
both Calpine and to the power generating industry. Furthermore, payroll and
accounting services are necessary to support their activities. Clearly, we would not
incur these expenses nor have a need for as much office space, IT support, payroll
clerks, etc. if we were not developing and constructing new electric power projects.
We believe that the component of general and overhead costs that is clearly
incremental to the costs that would be incurred if we were exclusively an operating
company are directly related to our construction activities. Therefore, we believe it to
be imperative that such costs should continue to be capitalized.
Additionally, we can analogize to FAS 67 for additional confirmation as FAS 67
provides for the capitalization of all costs that are clearly associated with a real
estate project under development and construction. That is, costs incurred after a
property has been acquired, but while it is still in the non-operating status, are
generally capitalizable. For instance, paragraph 6 of FAS 67 provides that costs
incurred ‘for property taxes and insurance shall be capitalized...during periods in
which activities necessary to get the property ready for its intended use are in
progress’. If the property were already ‘ready for its intended use,’ property taxes
and insurance costs would be expensed. In fact, FAS 67 requires that when the
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status of a property under development and construction changes from non
operating to operating, costs should no longer be capitalized (paragraph 22).
Therefore, FAS 67 supports a difference in accounting for certain costs relating to
non-operating properties and for certain costs relating to operating properties.
We agree that development and other support costs incurred related to early stage
development for activities that are more “exploratory” in nature should be
considered period costs and should be expensed.
As a recommendation to improve consistency in practice between companies and
industries, we suggest that companies should be allowed to capitalize certain
general and overhead costs as long as they do not exceed an appropriate multiple of
base salaries. The multiplier should be adequate enough to allow for the recovery of
all support costs that are absolutely necessary in the development and construction
of a project. For example, in our experience, an engineering company providing
services to third parties would not generally sell those services at less than a break
even multiplier of about 1.8 or so times base salary. Typically, 1.0 of the 1.8
example multiplier covers the base salary, 0.4 covers payroll taxes, insurance and
benefits, and the final 0.4 covers the office space and other support related
expenses. This multiplier could be charged via a timesheet to development and
construction projects.

2. Timing of Asset In-Service Classification.
The exposure draft states that a plant is deemed to be in service when revenues
begin to be recognized. We believe that paragraph 34 of this exposure draft needs
to be further clarified for the electric power generation industry. Currently, SOP 98-5
states that until a plant reaches “commercial operation,” that all “test revenues”
generated should be capitalized as a credit to construction costs and likewise, the
cost of natural gas and other fuels consumed during the commissioning and testing
phase are also capitalized. It is universally recognized in the industry that it is not
until the time when a plant finally reaches commercial operations that revenue
should be recognized, costs expensed and depreciation should commence.
This exposure draft would require power plants to be considered “in service” before
commercial operations are achieved. If commercial operations are deemed to be at
the date of the first sale of power, the owner of the power plants would incur
significant operating losses during the testing and commissioning phases. The
revenues earned less direct expense for fuel, etc. would generally not be adequate
to cover operating, depreciation and interest expenses. The plant is very inefficient
during testing and commissioning as the plants are started and stopped as
commissioning activities are performed. Electricity generated in general starts at a
low percentage of total capacity and gradually builds to total capacity as various
plant sub-systems are commissioned and testing milestones are achieved.
Operations may be completely suspended for days at a time as adjustments to the
plant must be made.
Achieving commercial operations is extremely significant in our industry. It is a
milestone event in the engineering and construction contract and with the quasi-
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public local independent system operator (“ISO”) organizations that control
transmission access. Full transmission access is granted only when the ISO
certifies the plant as having achieved commercial operations. A power plant can not
achieve commercial operations without generating test power and putting it into the
transmission grid. During the commissioning and performance-testing phase of the
project, the plant is typically paid for power going into the grid but the mere
generation of testing power in no way signifies that the plant is ready for its intended
use. For example, in the construction process for Calpine’s typical new plant, a gasfired combined-cycle (includes a heat recovery steam generator and steam turbinegenerator) power plant, there are milestones known as “first fire” for each of the gas
turbine-generators (“GTG’s”), and the GTG’s are eventually synchronized to the
power grid. At this time, the plant may get paid for test power. However, at this
point the critical process of “steam blow,” which requires that the gas turbinegenerators be operating, has not even occurred to clean out the steam piping
systems so the plant can be run in combined-cycle mode. The plant undergoes
continuous commissioning activities and mechanical and safety testing until the
formal “performance testing” can begin to establish that the plant can achieve its
heat rate, power output and reliability objectives. When the performance tests are
passed, the plant is considered to have reached commercial operations and is then
deemed to be placed in service.
The entire process from first fire to completion of performance testing would typically
take three or more months. Again, if the plant has not technically passed the
performance tests, but is nonetheless operating steadily and generating significant
revenue, the existing interpretations and guidelines of SOP 98-5 would dictate the
accounting treatment. Additionally, we believe that we can refer to SFAS 7 which
states that “for purposes of this Statement, an enterprise shall be considered to be in
the development stage if it is devoting substantially all of its efforts to establishing a
new business and either of the following conditions exist:
a) Planned principal operations have not commenced.
b) Planned principal operations have commenced, but there has been no significant
revenue therefrom.
We believe for the reasons stated above and due to the peculiarities of our industry
that these guidelines are appropriate for our specific industry. We would not agree
with an accounting requirement that would deem an electric power plant to be in
service when revenue is first generated, and we strongly urge you to clarify
paragraph 34 of this exposure draft for the power generation industry.
Thank you for your consideration of our comments.
Sincerely,

Charles B. Clark, Jr.

SVP & Corporate Controller
(408) 792-1202
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September 27, 2001
Mr. Marc Simon, Technical Manager, Accounting Standards
American Institute of Certified Public Accountants
File 4210.CC
1211 Avenue of the Americas
New York, NY 10036-8775
Re:

AcSEC Exposure Draft, Proposed Statement of Position, Accounting
for Certain Costs and Activities Related to Property, Plant, and
Equipment (dated June 29,2001)

P ublic
A ccountants

Dear Mr. Simon,
I am responding to your request for comments on behalf of the Washington Society
of CPAs (WSCPA). Our views are as follow:
GENERAL COMMENTS
We feel that many companies, both public and private, will incur significant costs
in order to meet the component accounting requirements of this SOP. Most
businesses do not have the resources available (including labor and computer
systems) to identify and track individual asset components so that they can be
depreciated over separate useful lives. In addition to increased business resources,
auditors and CPA firms will also incur additional costs in order to audit fixed assets
for compliance with this ED and the proposed disclosure requirements. CPA firms
may also need to hire specialists to analyze cost allocations. We feel that the
additional costs incurred by all business, including CPA firms, to track component
accounting will greatly exceed the benefits gained by the general financial
statement user.
The calculation of depreciation is, by its definition, is an estimate. We understand
the purpose of component accounting is to make this calculation more precise. In
the end, however, component accounting will still be a subjective method for
determining depreciation expense. Additional estimates and cost allocations will
be required in order to calculate component depreciation. As a result, two
companies doing the same type of project will most likely end up with different
component accounting estimates. Therefore, we do not feel that component
accounting adds sufficient value for the end users of financial statements to justify
the cost of its implementation.

www.wscpa.org
Tel (425) 644-4800
Fax (425) 562-8853

40th Ave NE

SPECIFIC COMMENTS
Issue 9: Paragraph 45 of the proposed SOP further prohibits, as an
alternative accounting treatment, the “built-in overhaul” method for costs
incurred for planned major maintenance activities. Under that method,

Bellevue, WA
98005-3480
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additional depreciation expense is recognized currently to give effect to the
decline in service potential that is subsequently restored once the major
maintenance activity occurs. When the major maintenance activity occurs, its
cost is considered capitalizable. Should the costs of restoring PP&E’s service
potential, in addition to the cost of replacements that would be capitalizable
under this proposed SOP, be eligible for capitalization?
We do not feel that costs incurred to restore the service potential of an asset should
be capitalized. When an asset is placed into service, an estimated useful life is
determined at that time. The occasional costs incurred throughout the life of the
asset to restore its service potential should be expensed and not capitalized since
they do not extend the usefulness or life of the asset. However, if the costs of
replacements falls under the guidelines of this proposed SOP (i.e., it is the
replacement of an existing component), then the costs should be capitalized.
Issue 12: Paragraphs 49 through 56 of the proposed SOP discuss component
accounting and state that if a component has an expected useful life that
differs from the expected useful life of the PP&E asset to which it relates, the
component should be accounted for separately and depreciated or amortized
over its separate expected useful life. Do you agree with this approach to
accounting for PP&E? If not, what alternative would you propose and why?
We understand that many assets have components and that some components have
an expected useful life that differs from the expected useful life of the PP&E to
which it relates. However, as stated in our opening comments, we believe that
many businesses and CPA firms will incur significant costs in order to comply with
the component accounting requirement of this SOP.
We also feel that the definition of a component is subjective and that the SOP does
not provide clear guidance. We propose that AcSEC provide further clarification
on the definition of a component and establish materiality levels for component
classification in order to prevent further inconsistencies in the manner in which this
SOP is interpreted.
Issue 13: Paragraphs 38 and 51 of the proposed SOP state that when existing
PP&E is replaced or otherwise removed from service and the replacement is
capitalized, the net book value of the replaced PP&E should be charged to
depreciation expense in the period of replacement. Do you agree with this
approach? If not, what alternative would you propose and why?
We agree with this approach if the component is replaced. In addition, an
alternative to this approach would be recording the net book value of the replaced
component as a loss. AcSEC also fails to provide guidance on the sale of PP&E
components. As with any asset that is sold, a gain or loss should be recognized in
this transaction.
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Issue 14: The proposed SOP requires the use of component accounting to
depreciate identified components over their respective useful lives. As noted
in paragraph A48 of the proposed SOP, entities have developed and utilized
various conventions to depreciate assets, including group depreciation or use
of composite lives. Those conventions are acceptable only if they result in
approximately the same gross PP&E, depreciation expense, accumulated
depreciation, and gains or losses on disposals of PP&E as the component
accounting method required by this proposed SOP. Do you agree with this
approach? If not, what alternative would you propose and why?

We agree that an alternative should be provided which would allow companies to
continue accounting for PP&E on a composite level if the outcome is not materially
different from component accounting. However, we also feel that there should be
further clarification on the implementation of this alternative approach. If the goal
of component accounting is to provide greater precision and consistency in
calculating depreciation expense, then additional guidelines should be established
for companies to determine when component accounting is required and when it is
not.
Our main concern is that companies will incur additional costs in order to perform
the required calculation under the guidelines of this SOP only to determine that
component accounting produces “approximately” the same results as composite
accounting. The additional costs that are incurred may be significant for companies
that do not have access to historical data or that may require the assistance of a
specialist to assist with cost allocations. Additionally, this SOP also does not
address the issue of how often the component accounting calculation should be
performed. Without such guidance, further inconsistencies in the interpretation and
implementation of this SOP will occur.
An alternative to AcSEC’s approach would be to require component accounting in
specific industries where material differences are likely to occur between
component and composite accounting. Another alternative would be to require
component accounting only for specific types of assets, such as buildings, instead
of all PP&E assets.
Issue 16: Paragraph 71 of the proposed SOP states that the prescribed
component accounting guidance should be initially adopted for existing PP&E
using one of two alternatives, the election and disclosure of which should be
made when the SOP is adopted. Do you agree with that approach, and if so,
do you agree with the choice of the alternatives from which the election is to be
made? If you do not agree with that approach for existing PP&E, what
approach would you propose and why?
We feel that the SOP should be applied/adopted prospectively and no choice should
be given for retroactive application. Retroactive application will be burdensome
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and cost prohibitive for many entities. To allow for a choice would create issues of
comparability of financial statements of various companies given the subjectivity
of the measurement.
Issue 17: Under paragraph 17(a) of the proposed SOP, the allocation of
existing net book value to components at transition should be based on a)
allocation of original accounting records, if applicable, b) relative fair values
of components at date of transition, if original accounting records are not
available, or c) another reasonable method, if relative fair value is not
practicable. Do you agree that the ordering of allocation methods is
appropriate? If you believe that a different order would be appropriate, what
order would you propose and why? Should the proposed SOP provide
additional examples to illustrate what constitutes “another reasonable
method”?
As stated in our response to Issue 16, we feel that this SOP should be adopted
prospectively and not retroactively. However, if retroactive application is provided
as an alternative, then we agree that the proposed SOP should provide additional
examples to illustrate what constitutes “another reasonable method”.

Respectfully submitted,

Randall C. Wright, CPA X
Washington Society of CPAs
Accounting, Auditing, and Review Standards Committee

RW/wd
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Mudgett
Jennett &
Krogh-Wisner, p.c.
Ceilined Public Accountants

October 9,2001

Marc Simon, Technical Manager
Accounting Standards, File 4210.CC
AICPA
1211 Avenue of the Americas
New York, NY 10036-8775
Dear Mr. Simon:
I am writing to comment on the June 29,2001 exposure draft of Accounting for Certain
Costs and Activities Related to Property, Plant and Equipment. I am concerned about the
implications of applying the proposed accounting changes to rural electric cooperatives.
If certain of the proposed changes are applied to rural electric cooperatives, the resulting
effect on net margins will likely be dramatic and will not provide value to the consumer
members of the cooperatives.
The costs associated with (1) the increased record keeping burden of the recommended
PP&E component accounting method, (2) the increase in charges to operations for
currently capitalized overhead items, and (3) the change to the recommended accounting
of retirements will increase the volatility of net margins and increase electric rates to
consumers.
An electric cooperative completes many projects that add to its PP&E over an operating
year. Recording those assets by detailed component units creates a significant record
keeping burden. Identifying and recording separately by detailed components each new
electric connection, line extension, line improvement, etc. places an unreasonable and
unnecessary requirement on the cooperative. The current accounting methods have served
these cooperatives well for many years. We cannot see that the benefits to the cooperative
and its members will exceed the cost of implementing this proposed change.
This SOP requires electric cooperatives to capitalize only costs that are directly
identifiable with specific PP&E. Other PP&E related overhead costs that are presently
capitalized would be expensed and have an immediate negative impact on net margins.
The proposed change conflicts with present capitalization policies, which are designed to
stabilize costs and electric rates. This will not result in an improvement in practice.

John H. Mudgett. CPA
R.O
C .k-llilCH, CPA
I a s Iic Kroglt-Wjsner. CPA

Phone(80 2 )220-9193
Fax (80 2 ) 225-0424
E m a i nijkcpuC u>gethei.net

141 Main Sir,
Post Office Box 9
Montpelier. V T 05601-09

Marc Simon, AICPA
October 9, 2001

The SOP will require rural electric cooperative to identify the detailed cost of each asset
retired (i.e. each pole replaced, section of line improved, etc.). If the asset is retired before
end of its useful life, the asset cost not depreciated would be charged to current period
expense rather than deferred under the group accounting method currently used by most
cooperatives. If there are costs associated with the removal of that asset, these costs too
are charged to current period expense rather than written off over the plant’s life. Both of
these changes in accounting for asset retirements will have a direct impact on net
margins. Net margins will decline and will be erratic from year to year depending on the
nature and extent of system improvements.
The AICPA should consider the adverse effects that implementation of this SOP will
have on electric cooperatives and their consumer members. The costs to the cooperatives
and consumers served by the cooperatives will considerably outweigh any perceived
benefits. Current industry practice is appropriate. These changes should not be
implemented.

Very truly yours,

Ann H. Mudgett, CPA
Manager

October 8,2001
Marc Simon, Technical Manager
Accounting Standards, File 4210.CC
American Institute of Certified Public Accountants
1211 Avenue of the Americas
New York, NY 10036-8775

Dear Mr. Simon:
I am writing in regard to an AICPA proposed rule concerning Accountingfor Certain
Costs and Activities Related to Property, Plant, and Equipment. I have been the
Controller at Guernsey-Muskingum Electric Cooperative since 1994 and I am concerned
that many of the changes could present a significant burden on our Coop and other
transmission, generation, and distribution cooperatives across the country.
The proposed rule would require the use of “component” or “vintage year” accounting to
record and track the individual assets rather than grouping similar assets together. At first
glance, I liked the “concept” of tracking each asset from “start to finish” or
“capitalization to disposal”. This, after all, is the “purest” type of plant accounting.
However, my appreciation for this method is short-lived when I consider the monumental
task of tracking each individual pole, transformer, or meter on our distribution system in
this manner. It would be an administrative nightmare and a financial burden even with
the use of today’s sophisticated accounting systems and software.
Like most accountants, I'nnalyze matters from a cost/benefit point of view. In my
opinion, the cost of implementing such a rule would far outweigh any potential benefits.
With that in mind, I hope that you will consider this a vote “against” the proposed rule.
Thank you for your attention.

NEW CONCORD
740-826-7661

CAMBRIDGE DIRECT LINE
740-432-4167

ZANESVILLE DIRECT LINE
740-454-0770

ALL OTHER MEMBERS
1-800-521-9879

September 17, 2001

California Marc Simon, Technical Manager
Society Accounting Standards, File 4210.CC
American Institute of Certified Public Accountants
1211 Avenue of the Americas
Public
New York, NY 10036-8775
Accountants
Reference: Proposed Statement of Position “Accounting for Certain Costs and
Activities Related to Property, Plant, and Equipment”

Certified

Dear Mr. Simon:
The Accounting Principles and Auditing Standards Committee of the California Society
of Certified Public Accountants (the Committee) has discussed the above-referenced
exposure draft and appreciates this opportunity to comment thereon.
The Committee is the senior technical committee of our state society. The Committee is
composed of 40 members, of whom 7% are from national CPA firms, 68% are from local
or regional firms, 15% are sole practitioners in public practice, 5% are in industry, and
5% are in academia.
Our comments are presented in two parts. The first section responds to the issues which
AcSEC specifically requested comments. The second category addresses other issues
which were identified as concerns by the Committee.
Specific Issues Identified by AcSEC
Issue 1: We agree that reimbursements of costs under leases of PP&E assets should be
excluded from the scope of this SOP.
Issue 2\ We find that an approach which utilizes project stages, or time line framework,
provides a reasonable working model for evaluating the capitalization of costs. This
approach appears to be comprehensive enough for complex projects without creating an
unnecessary burden for smaller entities and transactions.
Issue 3: W e a g r e e w ith th e c o n c lu s io n th a t c o s ts in c u r r e d d u r in g a p r e lim in a r y s ta g e ,
which terminates at the time the acquisition of PP&E is probable, should be expensed as
incurred.

5 Radio Road
___wood City, CA
94065-1217
1 (800) 922-5272
www.calcpa.org

Issue 4: We do not agree with the approach described for identifying costs eligible for
capitalization (being limited to “directly identifiable” costs). We recommend that the
model for the capitalization of acquired or constructed PP&E be consistent with that used
for inventory capitalization. We believe that this approach is more appropriate for two
reasons:
a) On a practical level, if a inventory costing approach is used, entities will not be
required to deal with two different payroll and related burden rates for employees who
are involved in both manufacturing of inventory and PP&E. This will also eliminate
the potential problems arising when inventory is utilized in the construction of PP&E
on a regular basis.
b) The total cost determined under the inventory approach will bear a closer relationship
to the costs of acquisition if the PP&E had been obtained from a third party.
We agree that general and administrative costs should be expensed as incurred, but that
other overhead costs associated with the construction of PP&E should be capitalized in a
manner which is consistent with the approach used to capitalize costs during the
manufacture of inventory.
Issue 5: We do not agree with the approach described for capitalizing costs of property
taxes, insurance and ground rentals for real estate that is not being used in operations.
We believe that a capitalization approach which is consistent with the approach required
for capitalizing interest costs is more appropriate. These carrying costs have enough
similarity to each other to suggest that the accounting treatment should also be similar.
The approach used to capitalize interest was well thought out and subject to due process
prior to issuance of Statement of Financial Accounting Standards No. 34. Furthermore,
the approach for capitalizing interest has passed the test of time since its issuance.
Issue 6: We agree that the costs of normal, recurring, or periodic repairs and maintenance
activities should be charged to expense as incurred. However, we believe that a major
overhaul of a component (a “rebuilt” component) should require capitalization when the
end result is substantially equivalent to the replacement of a component. The standard as
currently proposed seems to result in different accounting results for similar economic
activities.
For example, if a trucking company were to contract with an independent engine
rebuilding business to overhaul engines on its tractor units, those costs would be
expensed under the proposed standards. (Obviously, it is not feasible to identify each and
every part on the engine as a separate component.) However, if the trucking company
were, for the same price, to swap out the existing engine for a rebuilt replacement engine,
the cost of the rebuilt engine would be capitalized. Since both transactions are
substantially equivalent, we believe the accounting should be substantially equivalent.
Furthermore, there was a real concern by many members of the committee that the
proposed accounting treatment could drive business decisions.

Issue 7: We generally agree with the conclusion that costs of removal, except in limited
specified situations, should be expensed as incurred. However, members of the
committee believe that costs of removal for dismantelment and restoration should be
excluded as the accounting standards for these costs are addressed in Statement of
Financial Accounting Standards No. 143 “Accounting for Asset Retirement Obligations.”
Issue 8: We agree that major maintenance activities do not represent a separate PP&E
asset or component. However, as we discussed in Issue 6, we believe that rebuilding
activities should be distinguished from maintenance activities as it is our opinion that
rebuilding costs should be capitalized.
Issue 9: We agree that the built-in overhaul method should be disallowed.
Issue 10: We disagree with the guidance in the proposed SOP for accounting for
situations when inventory is subsequently retained for personal use. As our discussion at
Issue 4 indicates, we believe that the costs capitalized for PP&E should be the same as
the method used for purposes of accumulating costs for inventory. If the same accounting
treatment were to be accorded both types of assets, these conversion issues would no
longer exist.
Issue 11: We disagree with the conclusion that different accounting treatment should be
accorded similar assets produced by an entity for different purposes. We believe that
costs should be accumulated in the manner used for inventory whether assets are
produced for sale, subject to sales-type leases, or subject to operating leases (or even, as
noted above, whether the assets are retained for internal use). Our reasons are discussed
above in Issue 4.
Issue 12: We agree that the component approach is theoretically sound. However, it is
our opinion that the method will not result in any better comparability between entities if
this was the intended purpose.
Issue 13: We agree with the premise that the net book value of PP&E replaced should be
charged to depreciation expense as it theoretically represents an adjustment of the amount
of depreciation expense previously reported.
However, the guidance provided is not clear as to what treatment is accorded the proceeds
of a sale of the replaced PP&E. Logically, proceeds for scrap or salvage value should
also be reported as an adjustment of depreciation expense also. However, it was less
clear whether proceeds of sales should always be included as an adjustment of
depreciation expense. For example, assume a company sells its office headquarters and
replaces it with a new facility. Should the proceeds from the sale of the old headquarters
be reported as an adjustment of depreciation expense even if the proceeds exceed the total
original cost? If this were to be case, it would not represent an adjustment of depreciation

expense that was previously reported. We believe that further clarification is required in
this area.
Issue 14: We agree that alternative conventions of determining depreciation should be
permitted whenever differences from component accounting are not significant.
Issue 15: We believe that accounting standards adopted for PP&E should apply for
purposes of agricultural accounting also. Transaction-specific GAAP is preferable to
industry-specific GAAP, as it provides a better means of accomplishing comparable
financial reporting across industries.
Issue 16: We agree that both alternatives for existing PP&E should be permitted at the
time of adoption of new standards. We recommend that the standards also permit a long
implementation period for those entities which wish to adopt component accounting
retroactively. We believe that, for many companies, it would take several years to
complete a study of its existing PP&E in order to identify components and the associated
costs. Since implementation does not affect either operations or financial position, we
believe that permitting a reasonable time period will allow more companies to adopt
component accounting retroactively.
Issue 17: We agree that the ordering of allocation methods is appropriate for costs of
existing PP&E.
Issue 18: We agree with the approach of applying the standards prospectively for costs
incurred after adoption of the SOP, with the exception of major maintenance items.
Issue 19: We agree with the described approach for allocating the difference between the
recalculated and the pre-adoption balance of accumulated depreciation when component
accounting is adopted retroactively.
Other Issues
Paragraph 22: We do not agree that an option to acquire PP&E should be valued at the
lower of cost or fair value less disposal costs. We believe that the costs of such options
should be subject to tests of impairment as prescribed by Statement of Financial
Accounting Standards No. 121.
Paragraph 49: We believe that component accounting is theoretically good. However,
we believe that the definition of a component as provided in the proposed SOP requires
revision or clarification. Based on the current definition, painting the interior walls of
buildings would qualify as a component, and we believe that activities of this nature
s h o u ld b e e x c lu d e d a s r e c u r r in g m a in te n a n c e a c tiv itie s .

The Committee appreciates this opportunity to comment, and will be pleased to discuss
our comments with AcSEC or AICPA staff at your convenience.
Very truly yours,

John Bellitto, Chair
Accounting Principles and Auditing Standards Committee
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These comments are submitted on behalf of the National
Multi Housing Council (“NMHC”) and National Apartment
Association (“NAA”) in response to the AICPA Exposure Draft on a
Proposed Statement of Position: “Accounting for Certain Costs and
Activities Related to Property, Plant and Equipment.”
NMHC and NAA represent the nation’s leading firms
participating in the multifamily rental housing industry.
Our
combined memberships are engaged in all aspects of the
apartment
industry,
including
ownership,
development,
management and finance. NMHC represents the principal officers
of the apartment industry’s largest and most prominent firms. NAA
is the largest national federation of state and local apartment
associations. NAA is comprised of 155 affiliates and represents
more than 27,000 professionals who own and manage more than
4.4 million apartments. NMHC and NAA jointly operate a federal
legislative program and provide a unified voice for the private
apartment industry.

DOUGLAS M. BIBBY
President

PHIL CARLOCK
President

These comments are intended to both provide information
about the multifamily rental housing industry and to answer specific
issues raised in the Proposed Statement of Position.

DOUGLAS S. CULKIN
Executive V ice President

S UMMARY

NATIONAL APARTMENT ASSOCIATION

Multifamily residential real estate accounting should
reasonably reflect the results of operations for a given property and
value the asset base of that property in an appropriate manner so
that both investors and lenders can make informed decisions about
the ability of the apartment property to generate a stream of cash
flows. Accounting standards that seek to conservatively reflect
earnings by requiring a fast write-off or expensing of PP&E are just
The American apartment industry.. .working together for quality, accessible, affordable housing.
Suite 540 • 1850 M Street, NW • Washington, DC 20036 *(202)974-2300 • Fax (202) 775-0112 • W eb S ite: www.nmhc.org

as misleading to investors as are standards that would be overly generous in
allowing many PP&E costs to be deferred. In the particular case of apartment
properties, cash flow is everything. The revenue flow from any given property
comes almost entirely from rent paid by residents. The asset base of the
property is in reality an asset that is being used up by residents. Typically, an
apartment property has several major categories of expense: (1) mortgage/debt
payments; (2) taxes; (3) operating expenses such as heat, light, power,
insurance, wages, and routine maintenance; and (4) depreciation.
While a switch from the composite method of depreciating the apartment
asset (other than land) over a present 27.5 year straight-line life to a component
method that might result in an overall write-off period of, say 24 years, would
perhaps be slightly more accurate, the key item of importance to lenders and
investors is whether the asset is being maintained at a level that will continue to
allow for positive cash flow and an acceptable rate of return. Once the asset is in
place, routine maintenance coupled with selected major maintenance (e.g., the
roof or the boiler system) will greatly extend the life of the apartment asset to
perhaps 40 years or longer. As long as depreciation is being reported within a
reasonable range and routine maintenance is carried out and expensed, the only
remaining item of significance to lenders and investors is whether adequate cash
reserves are annually set aside for major maintenance.
We strongly believe that accurate reporting of both annual results of
operations and financial condition is now occurring, and that apartment
properties should not be subject to the proposed changes in accounting rules as
outlined in the proposed SOP. Lenders to apartment properties are thoroughly
familiar with the key variables for success in the apartment industry and insist
that adequate reserves are set aside for major maintenance that will be required
in the out-years. Further, a change in accounting rules that would require
accounting for the depreciation on detailed components is both unnecessary
from a reporting standpoint and extremely costly from an administrative
standpoint. Recalculating depreciation expense going back 20 years or more
would be a massive undertaking for most firms. Going forward, the accounting
rules spelled out in the proposed SOP would result in greater confusion for
investors/lenders, requiring extensive and time-consuming explanation by
apartment property owners.
Finally, the proposed change in rules would extend to more than just
publicly traded companies. Most private firms in the United States would also
have to convert their books because apartment properties are routinely bought
and sold. The proposed rule changes would require many firms to incur large
administrative accounting costs and the responsibility to compile two sets of
books (one for book purposes and one for federal tax purposes).
Discussion of Issues A pplicable to A partment Properties
Issue 2
It is difficult to develop a hard and fast rule here. We think there are many cases
where a cost classification would be more informative than arbitrarily splitting
costs along some time line.
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Issue 3
With respect to development of an apartment property, it is difficult to see why
some or most preliminary costs should not be capitalized if that would provide a
more accurate picture of results of operations. For example, expenses incurred
before a property is acquired or constructed, but are directly related to that asset,
should be capitalized where applicable. At the same time, there are clearly items
that should probably be expensed.
Issue 4
The term “directly identifiable” may be too restrictive. Development costs
attributable to an apartment property asset may, in fact, be costs that should be
capitalized.
Issue 6
Many “normal, recurring, or periodic costs” are expensed for financial reporting.
“Major” maintenance could probably be handled either way depending upon the
amount and nature of the maintenance. Replacement of major items should
probably be capitalized over the life of the replacement or life of the existing
structure, whichever is lower.
Issue 7
Theoretically, it would seem that demolition should be expensed. But there are
cases where demolition is necessary to produce the new asset. With respect to
apartment properties, a hard and fast rule should not be applied since the cost of
removal or demolition is often not spelled out by the contractor.
Issue 8
We do not think that this type of rule would benefit investors/lenders in apartment
real estate.
Issue 9
While we understand the concern here, we do not see where the SOP would
bring any more light to financial results of apartment properties that does not
already occur with respect to the setting aside of adequate reserves for major
maintenance.
Issues 12, 13, 14- Component Depreciation
The difference between a composite straight-line life of 27.5 years (current
treatment) and a component life which might yield a weighted-average of 23 or
24 years is not significant. We studied this issue 18 months ago and concluded:
(1) the cost of maintaining such detailed records was not justified; and (2) the
impact on most apartment properties would be insignificant since many have
already been depreciated to less than 50 percent of their original value.
Additionally, wear and tear on various components varies between types of
apartment structure and geographic location. But having said that, the composite
rate coupled with adequate reserves is more than adequate data for
investors/lenders.
Issue 16
Transition would be anything but clean and would result in great confusion.
3

Conclusion
Investment in apartment property PP&E is currently being accounted for in
a manner that presents little difficulty for investors/lenders. We see no viable
reason for significantly altering the method.
Thank you for this opportunity to present our comments to the AICPA on
this matter. We look forward to working with you on these and other issues.
Sincerely,

Jim Arbury
Vice President
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Mr. Marc Simon
Technical Manager
Accounting Standards, File 4210.CC
American Institute of Certified Public Accountants
1211 Avenue of the Americas
New York, New York 10036-8775
<submitted via internet to msimon@aicpa.org October 15, 2001 from
hgatlin@kamopower.com >

Dear Mr. Simon:
I am writing this letter of comment in objection to the AICPA’s Proposed Statement of
Position entitled “Accounting For Certain Costs and Activities Related to Property, Plant,
and Equipment”. My objections are fairly specific and relate to the scope of the proposed
change as summarized below:
1. Component accounting does not fairly present the actual use of the components in
the electric utility industry.
2. The required assignment of retirement costs to the current period produces
fluctuations in expenses which does not fairly present the use of the electric
system.
3. The requirement that support staff costs not be included in capitalization costs is
contrary to the matching principle, as applied in FASB 106.
4. The effect of these changes is that cottage industries will be formed to allow the
electric industry to bypass the impact.
A Brief Overview o f the Electric Utility Industry
KAMO Power is a generation and transmission (G&T) cooperative. KAMO has over
2000 miles of lines and over 230 substations. This system is treated as an
undifferentiated unit. This means, that since we are a cooperative, all our member
systems pay the same rate for electricity. If one system has facilities that are primarily
less than ten years old, and another system has facilities that are primarily over twenty
years old, there is no distinction made in the rates each system pays. Following a
component philosophy, it would not be reasonable to charge each system the same rates,
but different rates would conflict with our application of the cooperative philosophy.
Let me risk being pedantic by one other example. Our member systems have hundreds of
distribution transformers hanging on poles. Some might be brand new; others several
years old, but each performs essentially the same function and to value them at
component pricing misstates the value o f the component to the cooperative.

In summarizing the differences we exhibit which differentiate us from the businesses
anticipated by the proposed statement of position, electric utilities have the following
characteristics which make component accounting an unnecessary burden:
• components which are essentially indistinguishable in function
• a quantity which guarantees that in no single year can a significantly large
percentage be retired
I would now like to detail my objections which I enumerated earlier:
1. Component accounting does not fairly present the actual use of the components in the
electric utility industry.
As indicated in my brief background, the value of the electric system as a whole is the
only factor in calculating costs. Components which are essentially interchangeable do
not have different value to the cooperative, even though their historical costs may vary.
This is why asset pools or group depreciation more fairly presents the value of the
system.
2. The required assignment of retirement costs to the current period produces
fluctuations in expenses which does not fairly present the use of the electric system.
The requirement that retirements be expensed in the current year unfairly reduces
operating margins. If a system with 2000 miles of poles has 15 poles replaced or 50
poles replaced, the system still operated in essentially the same fashion. To burden a
single year with the cost of unusual pole change-outs does not fairly present the true costs
of the system. Again, the asset pool method tends to ameliorate the effect of these
unusual years.
3. The requirement that support staff costs not be included in capitalization costs is
contrary to the matching principle, as applied in FASB 106.
At our facility, we have personnel who almost exclusively spend their time in the
recording of fixed asset information. I do not follow the logic that we will recognize in
the current year the expense for their work when the assets are expensed in future years.
We quit recognizing retirement costs at the time paid and shifted that to the years of
employment; why would we shift bookkeeping for long-lived assets to the year the cash
outflow was made, rather than matching it to the useful life of the assets?
4. The effect of these changes is that cottage industries will be formed to allow the
electric industry to bypass the impact.
Just as the FASB 106 pronouncement did not have its intended effect; companies
abandoned defined benefit programs in favor of defined contribution programs, just so
this pronouncement will not have the desired effect on the electric industry or other
industries where the asset pool method is a more accurate presentation of costs. I expect
that holding companies will be created for the assets and the electric utilities will lease

their assets from the holding companies. This will allow them to have an unvarying
annual cost for installed equipment, at the premium of a higher cost.
We in the electric utility industry are not against changes in accounting. However, this
specific proposed change does not address a clearly identified problem. Surely changes
are designed to improve on current methods or to remedy existing shortcomings. This
proposed change has an unwarranted burden of record keeping, an exposure to annual
expense fluctuations which do not accurately reflect the value of the system, and leaves
open methods for circumvention.
Thank you for your consideration and I hope the AICPA will modify its proposed SOP.
Sincerely,
KAMO Electric Cooperative, Inc.

Harvey J. Gatlin, CPA
Director of Finance
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To: agadkins@uss.com,
bdrake@kpmg.com,
cdaugherty@ dttus.com ,
leonard.gatti@ us.pwcglobal.com ,
lmayshak@ dttus.com,
msimon@aicpa.org,
rrendino@ pgrt.com,
jbrant@ deloitte.com ,
richard.h.moseley@aexp.com,
Sharon Macey/NY/AICPA@AICPA
cc:
Subject: PP&E Comment letter #41
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To: lgarrett@ dmvickers.com ,
msimon@aicpa.org
cc:
Subject: Re: PP&E Proposal

Here is the text of the document.

Marc Simon, Technical Manager, Accounting Standards, File
4210.CC
American Institute of Certified Public Accountants
1211 Avenue of the Americas
New York, NY 10036-8775
RE: Proposed Rule "Accounting for Certain Costs and Activities
Related to Property, Plant and Eq.
Dear Mr. Simon:
In response to the AICPA’s proposed rule "Accounting for Certain
Costs and Activities Related to Property, Plant and Equipment", I
offer the following comments.

The proposed rule is impractical and does not address the unique
characteristics of public utility property. We audit and provide
management advisory services to several small utility companies.
These companies use the group depreciation method and account
for cost of removal as an addition to the depreciation reserve
account and retire all items as fully retired. This method is
reasonable since most of the plant last over twenty years and
specific identification of the item would be extremely costly. The
burden to try to identify a particular foot of cable or a particular
pole or pedestal would be enormous. These companies maintain
maps of the plant to assist in locating and quantifying outside
plant, however, these maps do not specify date added or costs. The
group depreciation method has been used consistently, is required
by the regulators, and is the only practical method from a cost
benefit perspective.
The rule does not adequately address what is a unit of property. In
the case of public utilities is this one foot of cable, ten feet of
cable, a span between two poles, or one thousand feet of cable.
Again, it is not practicable or cost effective to identify each item.
Also without clear guidance as to the minimum unit, consistency
will be further reduced as each company sets it’s own standard.
Another problem exists in the capitalization requirements of the
proposal. Again, public utilities have industry standard and
regulator prescribed methods of capitalizing cost of self
constructed assets. These methods conform to current accounting
literature and are even acceptable under the uniform capitalization
rules of the IRS. The rule would create a variance between
regulatory accounting and GAAP. The cost to retool all the
systems and the lack of comparability would greatly outweigh any
benefit gained from this rule.

AICPA
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Last of all these methods would cause much more volatility in
public utility margins. Under current practice, gains and losses on
disposal of property are normalized and reflect in earnings over the
life of the assets. Under the proposal, recognizing gains and losses
on disposal would unfairly burden a year with severe weather
conditions by recording the loss on disposal of damaged property.
And in the case of a utility Cooperative, customers in the year of
the severe weather would be penalized rather than having this loss
allocated ratably over the life of the assets.
In conclusion, the effects of this Proposed Pronouncement on small
utilities would amount to a paramount increase in cost and a
negligible increase, if any, in accounting accuracy. I respectfully
request that the AICPA withdraw its proposal and let FASB
explore this accounting policy under all the due process
procedures.
Sincerely,

Larry E. Garrett, CPA
---- Original Message----From: Larry E, Garrett
To: msimon@aicpa.org
Sent: Monday, October 15, 2001 3:17 PM
Subject: PP&E Proposal
Dear Marc:
I have attached to this e-mail a wordperfect document with my
comments. If you have any problems opening this file please advise.
Thank You,
Larry E. Garrett

KM

KERR-MCGEE CORPORATION

——

KERR-McGEE CENTER • OKLAHOMA CITY, OKLAHOMA 73125

DEBORAH A, KITCHENS

October 15, 2001

VICE PRESIDENT AND CONTROLLER

Mr. Marc Simon, Technical Manager
Accounting Standards, File 4210-CC
American Institute of CPAs
1211 Avenue of the Americas
New York, NY 10036-8775
Dear Mr. Simon:
Kerr-McGee Corporation is an oil and gas and inorganic chemical company. We
appreciate the opportunity to comment on the Proposed Statement of Position (SOP),
"Accounting for Certain Costs and Activities Related to Property, Plant, and Equipment."
While this proposed SOP does not apply to the vast majority of our assets since we account
for all of our oil and gas producing assets in accordance with Financial Accounting Standard
No. 19, it would apply to our chemical and corporate assets. Therefore, we are concerned
with certain provisions of the accounting treatment being proposed in this SOP.
Our major disagreement with the proposal is the requirement for component
accounting (Issue 12). In theory, component accounting may have some merit but from a
practical standpoint and a materiality concern, such precision in depreciation accounting is
not warranted. At best depreciation is an imprecise estimate of how much value an asset has
lost in any given period. There is no way to accurately measure this loss of value and to
tinker around the edges does not really add value to the financial statements. It is instead a
lot more work and recordkeeping without an equal or even close to equal benefit. Statement
of Financial Accounting Concepts No. 5 states that "some expenses, such as depreciation
and insurance, are allocated by systematic and rational procedures to the periods during
which the related assets are expected to provide benefits." Componentization just specifies a
very costly system approach. Instead of requiring this costly recordkeeping, the company's
auditors should be specifically charged with looking more closely at the appropriate life
expectancy of an asset and challenging those that are inappropriate. In summary,
component accounting seems to be an area where the SOP is trying to "fix" something that is
not really a problem. We encourage a reconsideration of this proposal with the idea of
practicality rather than strict rules.
W e d o a g r e e w ith th e p r o p o s e d p r o je c t s ta g e f r a m e w o r k b e in g p r o p o s e d .

T h is

proposal is not significantly different from what is being done in practice now; thus, we are
not sure it is necessary but agree it does not hurt to have the requirements spelled out in the

Mr. Marc Simon, Technical Manager
October 15, 2001
Page 2

accounting literature. The expensing of removal costs is the only portion of the proposal
that may be problematic for all companies. The removal costs incurred during a
replacement may be difficult to segregate and will be an issue for most companies even
under the new proposal. While we do not theoretically disagree with this portion of the
proposal, we believe the SOP is trying to set guidelines that are too tight for disassembly and
reassembly costs.
We sincerely hope the Accounting Standards Executive Committee will give due
consideration to the above comments and specifically reconsider the component accounting
requirements. Thank you for the opportunity to express our opinion and concerns.
Sincerely,

Deborah A. Kitchens
Vice President and Controller
DAK:ms
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To: agadkins@uss.com,
bdrake@kpmg.com,
cdaugherty@ dttus.com ,
lednard.gatti@ us.pwcglobal.com ,
lmayshak@ dttus.com,
msimon@aicpa.org,
rrendino@ pgrt.com,
jbrant@ deloitte.com ,
richard.h.moseley@aexp.com,
Sharon Macey/NY/AICPA@AICPA
cc:
Subject: PP&E Comment letter #43
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To: msimon@aicpa.org
cc:
Subject: Proposed rule - Accounting for
Certain Costs and Activities
Related to Property, Plant, and
Equipment

Hello,
I am writing to express my thoughts on this propsed
rule regarding the Accounting for Certain Costs and
Activities Related to Property, Plant, and Equipment.
This proposed rule would require a change to the use
of component accounting for PP&E. This method of
accounting will increase the record keeping and
administrative costs of the REMCs, as well as greatly
increase the volatility of the co-op's net margins
from year to year. This will add greatly to the
burdens of my co-op's already tight budget
constraints.
Not only would the budget committee have to consider
new purchase as an item, but with this change they
would be required to determine the effect of the
disposal of the old equipment. Meeting tier and
maintaining our current rates is a big concern and
this proposed ruling would greatly reduce our ability
to meet this objective.
I would ask that you not enact this propsed rule on
behalf of all co-ops.
Sincerely,
Joe Koch

Do You Yahoo!?
Make a great connection at Yahoo! Personals,
http://personals.yahoo.com

Marc Simon
10/16/2001 08:19
AM

To: agadkins@uss.com,
bdrake@kpmg.com,
cdaugherty@ dttus.com ,
leonard.gatti@ us.pwcglobal.com ,
lmayshak@ dttus.com,
msimon@aicpa.org,
rrendino@ pgrt.com,
jbrant@ deloitte.com ,
richard.h.moseley@aexp.com,
Sharon Macey/NY/AICPA@AICPA
cc:
Subject: PP&E Comment letter #44
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To: msimon@aicpa.org
cc:
Subject: Mr.Simon, after reading the
summary of this SOP I have just
began to grasp the magnitude of
the effe

Mr.Simon, after reading the summary of this SOP I have
just began to grasp the magnitude of the effect this
will have on some of our non-profit clients, in
particular the Electric Cooperatives.
It is true that
the Coops have maps of their distribution systems that
identify to some degree the assets they have, but in
the miles and miles of lines they have throughout
there systems there would be tens of thousands of
components. I know there are other companies and not
for profits that will have to cope with thousands of
components, but most COOP'S have infinitely smaller
staff's and resources. Not only would the accounting
for this put a strain on their personell but the
direct expensing of some of the items mentioned would
lead to unusual fluctuations due to changing weather
conditions. The first few years after adoption of
this would also reflect the current expense from
certain G&A items and also the Depreciation of G&A
expenses captured in prior years. Although all of
these issues might not be unique to this industry I
think this industry has a unigue operating environment
that might warrant its exclusion from this SOP.
Richard Parker, CPA
(936) 633-9721, office
(936) 634-8183, fax

Mille Lacs Electric Cooperative
PO Box 230 A itkin M N 56431
218-927-2191 or 800-450-2191

Your Touchstone Energy® Partner

facsimile 218-927-6822

mlec@mlecmn.net

October 12, 2001
Mr. Marc Simon
Technical Manager, Accounting Standards
File 4210.CC
AICPA
1211 Avenue of the Americas
New York, NY 10036-8775
Re:

Exposure Draft
Proposed Statement of Position - Accounting for Certain Costs and Activities
Related to Property, Plant, and Equipment

Dear Mr. Simon:
Mille Lacs Electric Cooperative, Inc. (MLEC) is an electric distribution cooperative
which serves over 13,000 members. We are a non profit organization which operates
under the cooperative basis by returning all profits to our members.
MLEC appreciates the opportunity to provide its comments regarding the abovereferenced Exposure Draft and is responding to the accounting proposal on behalf of its
membership.
In general, MLEC asserts that implementation of the provisions of the Exposure Draft
would overturn or significantly alter long-standing accounting practice in the electric
industries in which cooperatives operate. MLEC is not convinced that sufficient costbenefit analyses have been performed to demonstrate that the cost of radical accounting
practice changes that would be imposed by the Exposure Draft are worth their benefit to
financial statement users. Furthermore, the accounting changes being proposed by the
Exposure Draft are of such magnitude that MLEC believes the proposal would more
properly be addressed by the Financial Accounting Standards Board (FASB), rather than
the AICPA Accounting Standards Executive Committee (AcSEC). The FASB, of course,
has more extensive publicity for its rule-making, as well as more extensive due process
procedures than the AcSEC. A wider, more complete set of interested parties, therefore,
would be likely to be made aware of the proposal and provide input and comment on it.

the power of human connections

While virtually all industries would be affected by the Exposure Draft, our industry along
with telephone and water cooperatives, would be radically altered by the Exposure Draft.
We have long followed accounting practices established by the Rural Utility Services
(RUS), our rate regulator, in a uniform system o f accounts. The Exposure Draft would
overturn many accounting conventions set forth by RUS, including the following:
(1) prohibiting the capitalization of the certain categories of costs, such as overhead
costs, generally required by RUS to be capitalized in the plant accounts,
(2) imposing a detailed system of property accounting and depreciation by asset
component, as opposed to the group and composite methods generally provided for in
RUS,
(3) requiring current period expense recognition of gain or loss on replacement or
disposal of an asset component, as opposed to deferral of such amounts as generally
provided for by RUS, and
(4) requiring current period expense recognition of asset removal costs, as opposed to
recognizing such costs over the life of the plant asset as generally provided for by
RUS.
Clearly, implementation of the accounting changes proposed in the Exposure Draft would
be very, very expensive for utility cooperatives to implement - in terms of increased
record-keeping costs, cost of organizational changes, and cost of new and modified
computer systems. MLEC does not believe this cost has been adequately measured.
Furthermore, the question must be asked - how are financial statement users significantly
benefited from these changes - especially when the utility accounting conventions are
already clearly defined by RUS? Again, MLEC asserts that FASB is in a much better
position to analyze and weigh the costs and benefits of such a significant accounting
proposal.
MLEC very much appreciates the opportunity to provide comments on the Exposure
Draft.
Sincerely,
Deborah L. Schultz
O
Finance Manager
Mille Lacs Electric Cooperative, Inc.

Washington Electric Cooperative, Inc.
P .O . Box 8, R oute 14
East M ontpelier, V erm ont 05651
Telephone 802 223-5245
Fax 802 223-6780

October 11, 2001
Marc Simon, Technical Manager
Accounting Standards, file 421C.CC
AICPA
1211 Avenue of the Americas
New York, NY 10036-8775
Dear Mr. Simon;
I am writing to respond to the proposed draft of the Accounting for Certain Costs and
Activities Related to Property, Plan and Equipment.
It is my understanding that this rule would affect all electric Cooperatives. Most small
cooperatives are already struggling to curtail costs and meet the minimum margins
necessary to satisfy our lenders (RUS as well as others). The financial and record
keeping burden of this rule will likely be devastating to our small organization. The
current accounting methods work very well and I cannot see the value of such detailed
accounting.
Please reconsider this proposed accounting rule and become aware of the burden such a
rule would place on most businesses.

Sincerely.

Janet LaRochelle
Director of Finance & Admn.

SERVING RURAL VERMONT IN THE COOPERATIVE WAY

October 9, 2001

Mr. Marc Simon, Technical Manager
Accounting Standards, File 4210.CC
AICPA
1211 Avenue of the Americas
New York, NY 10036-8775
RE:

Comments on the Proposed Statement of Position, Accounting for Certain Costs and
Activities Related to Property, Plant and Equipment

Dear Mr. Simon:
ALLETE, Inc. appreciates the opportunity to comment on the above proposed Statement of
Position prepared by the Accounting Standards Executive Committee.
ALLETE is a multi-services company with assets of approximately $3 billion and revenues over
$1 billion. We have business activities throughout North America including 43 states and 9
Canadian provinces. Principal business activities include energy services, automotive services,
water services and investments. Energy services includes a regulated electric utility in
northeastern Minnesota.
The proposed SOP provides accounting guidance for certain costs and activities relating to
property, plant and equipment that would be a significant departure from the accounting
currently employed by regulated electric utilities. Significant changes include:
1. All general and administrative overhead costs would be charged to expense. Current
regulatory accounting allows for the capitalization of general and administrative
overhead costs.
2. Costs to remove assets retired from service would be charged to expense. Under
current regulatory accounting, costs to remove are charged to accumulated
depreciation.
3. The group method of depreciation could no longer be utilized unless it is proven
that it produces results that are not materially different from those obtained under
component accounting. The group method of accounting is allowed under current
regulatory accounting.
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Duluth, Minnesota 55802-2093

218-279-5000

Fax 218-279-5050
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October 9, 2001
Page 2

4. The net book value of an asset retired from service would be charged to expense.
Under current regulatory accounting, the net book value of an asset retired is
charged to accumulated depreciation.
We believe that implementation of the proposed SOP would be unduly burdensome and
expensive for regulated electric utilities, without any significant net effect. Since the regulator
will continue to require that property, plant and equipment records be maintained under current
accounting rules, electric utilities would be faced with the onerous and costly requirement of
maintaining two separate sets of detailed records. Furthermore, differences between these two
sets of records would likely not affect results of operations, as differences would be recorded as
regulatory assets or liabilities under SFAS 71, Accounting for the Effects o f Certain Types o f
Regulation. Therefore, the net effect of the proposed SOP to regulated electric utilities would
likely be a balance sheet reclass from property, plant and equipment to regulatory assets and
liabilities. We do not believe this end result justifies the costs involved.
We believe a “one size fits all” approach to accounting for property, plant and equipment is not
appropriate, and respectfully request that regulated electric utilities be excluded from the scope
of the proposed SOP.
Sincerely,

Steven Q. DeVinck, CPA
Assistant Controller
SQD/mkj

Joseph J. McCabe

PPL, Services

Vice President & Controller
Tel. 610.774.5646 Fax 610.774.4865
E-mail: jjmccabe@pplweb.com

Two North Ninth Street
Allentown, PA 18101-1179
Tel. 610.774.5151
http://www.pplweb.com/

ppl
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October 5, 2001

Mr. Marc Simon
Technical Manager, Accounting Standards
American Institute of Certified Public Accountants
1211 Avenue of the Americas
New York, New York 10036-8775
Dear Mr. Simon:
PPL Corporation (PPL) appreciates the opportunity to comment on the exposure draft of the
proposed statement of position (the “proposed SOP”), Accounting for Certain Costs and
Activities Related to Property, Plant, and Equipment. PPL is an asset-backed energy marketing
company selling electricity and gas in the Northeast region and electricity in the Western region
of the United States. Currently PPL has power plants located domestically in Pennsylvania,
Montana and Maine, internationally in Bolivia, Peru, Portugal and Spain, and is currently
developing power plants in Arizona, Connecticut, Illinois, New York, Pennsylvania and
Washington. In addition, we own electric distribution assets in Argentina, Bolivia, Brazil, Chile,
El Salvador, Peru, the United Kingdom and the United States.
We have reviewed the proposed SOP and our responses to your specific issues are attached in
Exhibit 1. In addition, we have reviewed the response of the Edison Electric Institute and concur
with their position. Specifically we agree that the regulated utility industry should be exempt
from applying the component accounting provision of the proposed SOP.
Overall we agree with the scope of the proposed SOP, except as previously noted regarding
application to regulated utility industry. The “project stage framework” appears to be segregated
into the appropriate stages with defined parameters. The framework enables the segregation of
costs between capitalization and expense with little ambiguity. However, as indicated in Issue 4
of Exhibit 1, we believe there is need for further consideration of certain costs incurred in the
preacquisition and acquisition-or-construction stages that are directly identifiable to property,
plant and equipment (PP&E) and are currently defined as costs of support functions. In addition,
we believe costs incurred for options should not be included in construction in progress prior to
their exercise date. These costs should be capitalized in another section of the balance sheet.
We disagree with the cut-off point for c a p ita liz a b le c o s ts r e la te d to p r e p r o d u c tio n te s t r u n s f o r
the electric generation industry. Footnote seven defines the point when an asset is ready for its
intended use and capitalization should cease as the point “when it is first capable of producing a
unit or product that is either salable or useable internally by the entity.” Ceasing capitalization

-2 after the production of the first salable unit is inappropriate for the electric industry because it
does not consider efforts to ensure reliability of production or synchronizing the plant to the
transmission grid.
The accounting treatment defined by the proposed SOP related to demolition costs, repair and
maintenance activities and inventory in production for internal-use as PP&E appears appropriate.
However, we do not agree that the provisions of the proposed SOP related to component
accounting are to be applied to the electric industry. As discussed in Issues 12 and 13, we
believe that the costs incurred in the application of component accounting would far exceed the
benefit to financial reporting. Current accounting practice for PP&E in the electric industry
creates substantially the same values for all property related accounts that would be created under
component accounting. Therefore, the precision of allocation of costs to the appropriate period,
under the component accounting method, would not justify the vast efforts that would need to be
undertaken.
We agree with the conclusions reached in the proposed SOP related to liquidated damages, and
presentation and disclosure. We agree with the provisions of the effective date and transition
section with one concern. The “go forward” approach to applying the component accounting
provisions of the proposed SOP, as defined in paragraph 71.b., creates the possibility for two
identical assets, one purchased prior to adoption of the proposed SOP, one purchased after, to be
accounted for inconsistently for the next forty years or longer. While we recognize that this issue
arises under current generally accepted accounting principles in instances where changes in
accounting methods are made to preferable methods we believe that this permitted approach will
create additional inconsistencies and incomparability among financial statement issuers.
PPL would like to thank you for the opportunity to provide our views and concerns on these
issues that will impact not only our company but also the entire electric generation and
distribution industries.

Sincerely,

Joseph J. McCabe

DRAFT

Exhibit 1

Scope
Issue 1: Paragraph 10 of the proposed SOP states that the SOP does not provide specific
guidance on lessor or lessee accounting for reimbursements of costs incurred by a lessor that are
directly recoverable from lessees under the terms of one or more leases, and that the lessor and
lessee should refer to FASB Statement No. 13, Accounting for Leases, and related lease
accounting literature for guidance on accounting for such reimbursements. In many instances,
depending on the terms of the lease, those reimbursements may constitute minimum lease
payments or contingent rentals under FASB Statement No. 13. As discussed in paragraph A2 of
the proposed SOP, AcSEC elected not to address the accounting for such transactions in this
SOP because AcSEC did not want to create conflicts with existing lease accounting guidance and
AcSEC did not believe it was appropriate to address the accounting under all of the various
reimbursement scenarios and arrangement structures within the scope of this SOP. Are there
significant practice issues or concerns related to the accounting for contractually recoverable
expenditures that should be addressed in the proposed SOP? Do you believe that there are other
areas addressed in the proposed SOP that, with respect to their application to lessors and lessees
of PP&E, could create conflicts with existing lease accounting standards?
We agree that contractually recoverable costs should not be addressed in this SOP. While PPL
has not had any experience with a capital lease of a multi-component asset, we believe that
applying component accounting to capital leases appears to contradict the guidance provided
within paragraph 10 of Statement of Financial Accounting Standard No. 13, Accounting for
Leases (SFAS 13). Paragraph 10 requires the recording of an asset and an obligation at the
present value of minimum lease payments. In addition, a capital lease that meets the criteria of
paragraphs 7.c. or 7.d. of SFAS 13 utilizes the lease term as the period of amortization for the
leased assets. Recording multiple components with varying expected useful lives would appear
to contradict these provisions of SFAS 13.
Project Stage Framework
Issue 2: The guidance in this proposed SOP is presented in terms of a project stage or time line
framework and on the basis of the kinds of activities performed during the stages defined in the
proposed SOP rather than on whether an expenditure fits into certain classification categories
such as ordinary repairs and maintenance, “extraordinary” repairs and maintenance,
replacements, betterments, additions, redevelopments, renovations, rehabilitations, retrofits,
rearrangements, refurbishments, and reinstallations. Do you agree with that approach? If not,
what alternative would you propose and why?
We agree with the project stage or timeline approach to identifying what expenditures should be
capitalized and expensed. As indicated in the comment letter from the Edison Electric Institute
(EEI), we do not believe that this provision should apply to regulated entities as their regulators
generally dictate what costs are to be capitalized irrespective of what stage they are incurred in.
Issue 3: Paragraph 16 of the proposed SOP states that the preliminary stage ends and the
preacquisition stage begins when the acquisition of specific property, plant, and equipment
(PP&E) is considered probable. Paragraph 22 of the proposed SOP states that, other than the
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costs of options to acquire PP&E, all costs incurred during the preliminary stage should be
charged to expense as incurred. Do you agree with that conclusion? If not, how would you
propose to modify the guidance and why?
We agree that all costs, other than the costs of options to acquire PP&E, incurred in the
preliminary stage should be expensed as incurred. As indicated in the comment letter from the
Edison Electric Institute (EEI), we do not believe that this provision should apply to regulated
entities as their regulators generally dictate what costs are to be capitalized irrespective of what
stage they are incurred in.
Accounting for Costs Incurred
Issue 4\ The proposed SOP states that PP&E-related costs incurred during the preacquisition,
acquisition-or-construction, and in-service stages should be charged to expense unless the costs
are directly identifiable with the specific PP&E. Directly identifiable costs include only (a)
incremental direct costs incurred with independent third parties for the specific PP&E, (b)
employee payroll and payroll benefit-related costs related to time spent on specified activities
performed by the entity during those stages, (c) depreciation of machinery and equipment used
directly in the construction or installation of PP&E and incremental costs directly associated with
the utilization of that machinery and equipment during the acquisition-or-construction stage, and
(d) inventory (including spare parts) used directly in the construction or installation of PP&E.
All general and administrative and overhead costs incurred, including all costs of support
functions, should be charged to expense. See paragraphs 24, 25, 29, and 30. Do you agree with
those conclusions? If not, what alternatives would you propose and why?
While we agree with the concept that costs incurred during the preacquisition, acquisition-orconstruction and in-service stages should be charged to expense as incurred unless those costs
are directly identifiable with the specific PP&E, we have identified three items that need to be
considered further. These items are 1) the capitalization of general and administrative and
overhead costs that are directly identifiable with specific PP&E, 2) consistency of capitalization
of general and administrative costs between the company and an independent third party, and 3)
the point during construction when capitalization should cease.
We agree that general and administrative and overhead costs incurred, including costs of support
functions, which are not directly identifiable with the specific PP&E, should be charged to
expense. However, we believe additional guidance needs to be provided related to internally
incurred costs that are defined as directly identifiable. We believe that certain costs generally
referred to as “support functions” should be capitalized as part of construction to the extent they
are directly related to specific PP&E. For example, corporate legal costs (payroll and payroll
benefit-related costs) that are directly identifiable with specific PP&E (i.e., costs incurred to
review a contract with a construction contractor, to review land purchase agreements and to
review construction equipment leases) should be included in capitalized costs. In addition, other
costs incurred by functions that are generally referred to as “support functions” (i.e., project
management, purchasing/receiving, and cost control) should be capitalized as part of the asset
cost to the extent they are directly identifiable with specific PP&E.
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The second item arises from what appears to be an inconsistency within the proposed SOP
related to third party overhead capitalization. Paragraphs 25 and 30 of the proposed SOP state,
“General and administrative costs and overhead costs should be charged to expense as incurred
whether incurred internally by the entity or by another enterprise on behalf of the entity.”
However paragraphs 26 and 31 state, that third party administrative overhead included within
incremental direct costs “is considered to be an incremental direct cost... and accordingly should
be capitalized.” Paragraphs 25 and 30 indicate that if a company was to outsource their
purchasing function to a third party that cost would be expensed as incurred. However, under
paragraphs 26 and 31 if a company was to hire a contractor to construct PP&E and that
contractor purchased all the required materials the costs of their purchasing department billed
along with the construction costs should be capitalized. (Note: This example utilizes the
outsourcing of the purchasing function; the accounts payable, engineering, executive
management, and many other functions could be substituted to illustrate the inconsistency.) The
issue now becomes why are costs incurred by a third party capitalizable and those same costs
must be expensed if incurred by the company. We believe that permitting the capitalization of
general and administrative costs and overhead costs that are directly identifiable with specific
PP&E will create consistency in amounts capitalized by companies constructing assets and by
third parties.
The third item relates to the point during construction when capitalization should cease. We
disagree with the position taken in the proposed SOP that capitalization of construction costs
should cease upon the production of the first unit that is either salable or useable internally.
Paragraph 28.b. indicates that costs directly related to preproduction test runs, necessary to get
the PP&E ready for its intended use, should be capitalized. Those costs are then limited, by
footnote seven of the proposed SOP, to only include costs incurred prior to the production of the
first unit that is either salable or useable for internal purposes. This limitation is not appropriate
for entities in the electric industry. The limit focuses upon production efficiency as the reason
for further construction and fails to consider quality or reliability of production of the newly
constructed PP&E. A newly constructed electric generating plant that produces a salable
megawatt is not completed and the remaining cost do not solely relate to efficiency. The plant
needs to continue testing in order to ensure the reliability of the power and synchronization of the
plant to the transmission grid. Those costs, as they do not relate to efficiency, should continue to
be capitalized as part of the cost of the PP&E. The related revenue generated from sales of test
power should be credited against the costs capitalized as part of construction.
Issue 5: Paragraph 32 of the proposed SOP states that for real estate that is not being used in
operations, costs of property taxes, insurance, and ground rentals should be capitalized, to the
extent of the portion of the property that is under development, during the time that activities that
are necessary to get the asset ready for its intended use are in progress. Do you agree with that
conclusion? If not, what alternative would you propose and why?
We agree that costs of property taxes, insurance, and ground rentals should be capitalized, to the
extent of the portion of the property that is under development, during the time that activities that
are necessary to get the asset ready for its intended use are in progress.
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Issue 6: Paragraph 37 of the proposed SOP states that the costs of normal, recurring, or periodic
repairs and maintenance activities should be charged to expense as incurred. It also states that all
other costs related to PP&E that are incurred during the in-service stage should be charged to
expense as incurred unless the costs are incurred for (a) the acquisition of additional PP&E or
components or (b) the replacement of existing PP&E or components of PP&E. Do you agree
with those conclusions? If not, what alternatives would you propose and why?
While we currently would be in compliance with the treatment of costs incurred for repair and
maintenance activities as dictated by the proposed SOP, we believe that alternative methods are
appropriate where it is apparent that planned major maintenance activities benefit more than one
period within a year. We agree that all other costs related to PP&E that are incurred during the
in-service stage should be charged to expense as incurred unless the costs are incurred for the
acquisition of additional PP&E or the replacement of existing PP&E.
Issue 7: Paragraph 39 of the proposed SOP states that costs of removal, except for certain limited
situation demolition costs, should be charged to expense as incurred. Do you agree with that
conclusion? If not, what alternative would you propose and why?
We agree that costs of removal, except for certain demolition costs, should be charged to
expense as incurred. However, several additional exceptions have not been addressed. This
treatment will directly contradict the requirements of certain Public Utilities Commissions who
require that removal costs be deferred and amortized. This difference in accounting policies will
cause the recognition of a regulatory asset in accordance with the provisions of Statement of
Financial Accounting Standard No. 71, Accounting for the Effects of Certain Types o f
Regulation. In addition this statement does not address demolition costs related to asset with
recorded retirement obligations as defined by Statement of Financial Accounting Standard No.
143, Accounting for Asset Retirement Obligations. Assets for which retirement obligations have
been recorded have previously expensed the cost of demolition throughout their useful lives.
Issue 8: Paragraph 44 of the proposed SOP states that the total of costs incurred for planned
major maintenance activities does not represent a separate PP&E asset or component. It states
that certain of those costs should be capitalized if they represent acquisitions or replacements and
that all other costs should be charged to expense as incurred. Paragraph 45 prohibits alternative
accounting treatments including—(a) the accrual of a liability for the estimated costs of a
planned major maintenance activity prior to their being incurred, and (b) the deferral and
amortization of the entire cost of the activity. Do you agree with those conclusions? If not, what
alternatives would you propose and why?
While we currently would be in compliance with the treatment of costs incurred for planned
major maintenance activities as dictated by the proposed SOP, we believe that alternative
methods are appropriate where it is apparent that planned major maintenance activities benefit
more than one period within a year.
Issue 9: Paragraph 45 of the proposed SOP further prohibits, as an alternative accounting
treatment, the “built-in overhaul” method for costs incurred for planned major maintenance
activities. Under that method, additional depreciation expense is recognized currently to give
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effect to the decline in service potential that is subsequently restored once the major maintenance
activity occurs. When the major maintenance activity occurs, its cost is considered capitalizable.
In lieu of the built-in overhaul method, AcSEC concluded that better cost allocation would result
from the use of component accounting and limiting the major maintenance activities that would
be capitalizable to costs that represent replacements of components of PP&E. Should the costs
of restoring PP&E’s service potential, in addition to the cost of replacements that would be
capitalizable under this proposed SOP, be eligible for capitalization? Do you believe that
prohibiting the built-in overhaul method is appropriate, or should it be allowed as an alternative
method? If you believe that the built-in overhaul method should continue to be allowed, what
industries or entities should be allowed to use it, and why?
We believe that the costs incurred to restore PP&E’s service potential should not be eligible for
capitalization. Those costs potentially represent costs that were neglected and would have been
incurred through normal, recurring, or periodic repairs and maintenance activities. Furthermore,
we believe prohibiting the built-in overhaul method is appropriate.
Use of Inventory in Production of Internal-Use PP&E
Issue 10: Paragraphs 47,48, and A41 of the proposed SOP discuss the situation in which an
entity owns an asset that it intended to sell as inventory but subsequently decided to retain for
use in its own internal operations. Those paragraphs state that the entity should evaluate for
impairment amounts included in PP&E that were previously capitalized as inventory but should
not redetermine their carrying amount as PP&E using the guidance in the proposed SOP, unless
the entity has a pattern of changing the intended use of assets from inventory to PP&E. Do you
believe that guidance is appropriate, or should an entity be required to redetermine the carrying
amount of PP&E assets previously capitalized as inventory, and why? Should AcSEC provide
additional guidance on what kinds of changes in intended use constitute a “pattern,” and why?
While we have not had any experience with PP&E assets previously capitalized as inventory, we
believe that the guidance is appropriate for determining the carrying amount. Additional
guidance would be beneficial and promotes consistent application among entities.

PP&E-Type Assets Produced for Sale or Operating Lease
Issue 11: The proposed SOP requires assets that are produced by an entity to be leased to a lessee
under an operating lease to be accounted for under the provisions of this SOP. As discussed in
paragraph A43 of the proposed SOP, AcSEC recognizes that some entities routinely construct or
manufacture products, some of which are sold directly and some of which are leased to lessees
under sales-type leases whereas others are leased to lessees under operating leases. In some
situations, the entity does not know the form the transaction will take until it occurs, and the
customer decides whether its acquisition of product will be accomplished through purchase or
lease. The proposed SOP requires an entity to accumulate costs differently for similar assets
depending on whether the asset is sold outright or leased to a lessee under a sales-type lease (in
either case, inventory cost accumulation rules would apply) or leased to a lessee under an
operating lease (in which case, the cost accumulation provisions of the proposed SOP would
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apply). Do you agree with that conclusion and, if so, do you believe the proposed SOP should
provide additional guidance on such cost accumulation? Or would it be preferable for a single
cost accumulation model to apply during the production process and that there should be a
presumption that the assets should be accounted for all as inventory or all as PP&E? If so, which
presumption should be applied and why?
We do not feel it is appropriate for us to comment on these specific industry standards as we are
not familiar with the application of those standards and we do not operate in an affected industry.
Component Accounting
Issue 12: Paragraphs 49 through 56 of the proposed SOP discuss component accounting and state
that if a component has an expected useful life that differs from the expected useful life of the
PP&E asset to which it relates, the component should be accounted for separately and
depreciated or amortized over its separate expected useful life. Do you agree with this approach
to accounting for PP&E? If not, what alternative would you propose and why?
Overall we agree with the concepts of the component accounting method. The theory provides
accurate values of gross PP&E, depreciation expense, accumulated depreciation, and gains or
losses on disposals of PP&E. However, in industries where significant investments are made in
PP&E, component accounting and component depreciation do not add a significant increase in
value to financial reporting to justify increased costs. In the electric industry where the
magnitude of components as defined by the proposed SOP is astronomical, the value added by
applying this statement would be far exceeded by the additional costs incurred to conform.
Existing methods of accounting for PP&E are sufficient to produce values for property related
accounts that are substantially the same as component accounting.
Issue 13: Paragraphs 38 and 51 of the proposed SOP state that when existing PP&E is replaced
or otherwise removed from service and the replacement is capitalized, the net book value of the
replaced PP&E should be charged to depreciation expense in the period of replacement. Do you
agree with this approach? If not, what alternative would you propose and why?
We agree with the theory of recognizing additional depreciation expense for any remaining net
book value of an asset retired. This approach eliminates the opportunity for companies to
capitalize replaced components without recognition of additional expense. However, this
approach contradicts the guidance provided by Securities and Exchange Commission Staff
Accounting Bulletin Topic 5-B (SAB Topic 5-B). SAB Topic 5-B states,
“Gains and losses resulting from the disposition of revenue producing equipment should not
be treated as adjustments to the provision for depreciation in the year of disposition, but
should be shown as a separate item in the statement of income. If such equipment is
depreciated on the basis of group of composite accounts for fleets of like vehicles, gains (or
losses) may be charged (or credited) to accumulated depreciation with the result that
depreciation is adjusted over a period of years on an average basis.”
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In addition to the contradiction of SAB Topic 5-B, it is not practical or cost beneficial for
companies who maintain significant investments in PP& E to apply this provision of the
proposed SOP. An entity with $6 billion of PP&E could easily have several hundred thousand
components, which could require the completion of the calculation of net book value for retired
assets thousands of times a year. Furthermore, vintage depreciation for PP&E utilizes average
group lives for depreciation. These average lives incorporate the historical experience for the
lives of an asset group. Therefore, the loss related to the early retirement of one piece of
equipment is inherently included within depreciation and recognized over the group’s average
useful life (as indicated in SAB Topic 5-B). In order to properly apply the proposed SOP to
individual pieces of equipment the depreciable life would have to be extended to ignore
historical average lives and equate to the equipment’s maximum life creating more opportunities
to complete this process.
Issue 14: The proposed SOP requires the use of component accounting to depreciate identified
components over their respective expected useful lives. As noted in paragraph A48 of the
proposed SOP, entities have developed and utilized various conventions to depreciate assets,
including group depreciation or use of composite lives. Those conventions are acceptable only if
they result in approximately the same gross PP&E, depreciation expense, accumulated
depreciation, and gains or losses on disposals of PP&E as the component accounting method
required by this proposed SOP. Do you agree with this approach? If not, what alternative would
you propose and why?
Overall we agree with the approach depicted within the proposed SOP, permitting entities to
utilize various conventions to depreciate assets if they result in approximately the same gross
PP&E, depreciation expense, accumulated depreciation, and gains or losses on disposals of
PP&E as the component accounting method. As noted in Issue 12 above, we do not believe that
the application of the component accounting method to the electric generation and delivery
industries is appropriate due to the magnitude of individual components and the lack of
additional value added for financial reporting. We also believe additional guidance on how to
demonstrate that a group depreciation or composite life method provides approximately the same
results as component depreciation, would be beneficial. Examples should include frequency of
revalidation.
Amendments to Other Guidance
Issue 15: Paragraphs 61 and 63 of the proposed SOP list amendments to SOP 85-3, Accounting
by Agricultural Producers and Agricultural Cooperatives, and the AICPA Audit and Accounting
Guide Audits of Agricultural Producers and Agricultural Cooperatives, respectively. Do you
agree with the proposed amendments? Do you believe that there are unique aspects of
agricultural accounting, such as the accounting for breeding and production animals and the
accounting for plants and vines, that should not be amended by the proposed SOP, and why?
We do not feel it is appropriate for us to comment on these specific industry standards as we are
not familiar with the application of those standards and we do not operate in the affected
industry.
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Transition
Issue 16: Paragraph 71 of the proposed SOP states that the prescribed component accounting
guidance should be initially adopted for existing PP&E using one of two alternatives, the
election and disclosure of which should be made when the SOP is adopted. Do you agree with
that approach and, if so, do you agree with the choice of the two alternatives from which the
election is to be made? If you do not agree with that approach for existing PP&E, what approach
would you propose and why?
We agree with the proposed SOP in permitting two alternatives for initially adopting component
accounting for existing PP&E. It would be virtually impossible for most entities to adopt
component accounting for all existing assets at the effective date. However, by permitting the
“go forward” approach identical assets may be accounted for inconsistently for the next forty
years or longer as actual transition period will be dependent on asset lives. As noted in Issues 12
through 14, we do not agree with the mandatory use of component accounting for all industries
and believe that the current methods of accounting for PP&E and depreciation should continue to
be permitted for certain industries.
Issue 1 7 Under paragraph 71(a) of the proposed SOP, the allocation of existing net book value
to components at transition should be based on (a) allocation of original accounting records, if
available, (b) relative fair values of components at date of transition, if original accounting
records are not available, or (c) another reasonable method, if relative fair value is not
practicable. Do you agree that that ordering of allocation methods is appropriate? If you believe
that a different order would be appropriate, what order would you propose and why? Should the
proposed SOP provide additional examples to illustrate what constitutes “another reasonable
method”?
We agree with the order of allocation methods identified in paragraph 71(a). Additional
examples to illustrate “another reasonable method” of accounting for component value would be
beneficial as original accounting records and relative fair values may not be reasonable
attainable.
Issue 18: Paragraph 72 of the proposed SOP states that the SOP should be applied prospectively
for all costs incurred after the adoption of the SOP. It also states that costs incurred prior to the
adoption of the proposed SOP should not be re-characterized (as capital or expense items) to
conform to the guidance in the SOP, with the exception of certain costs of planned major
maintenance activities. Do you agree with that approach? If you do not agree with that approach,
what approach would you propose and why?
We agree with the approach that the proposed SOP should be applied prospectively for all costs
incurred after the adoption of the SOP. Re-characterization of costs incurred prior to the
adoption of the proposed SOP would not be necessary, with the exception of certain costs of
planned major maintenance activities.
Issue 19: Under paragraph 71(a) of the proposed SOP, and as illustrated in Example 3 in
appendix C, an entity applying component accounting retroactively at date of adoption may
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calculate a difference between the pre-adoption balance of accumulated depreciation and the
balance recalculated based on the estimated useful lives of components that previously were not
accounted for as separate components. Under that paragraph, the difference is allocated back to
the accumulated depreciation of each component based on the net book values of the
components. Two alternatives considered were recording the difference as a cumulative effect
type adjustment at adoption and recording the difference as additional depreciation expense at
adoption. Do you agree with the proposed approach or either of the alternatives, and why?
We agree with the proposed approach related to potential difference between the pre-adoption
balance of accumulated depreciation and the balance recalculated based on the estimated useful
lives of components that previously were not accounted for separately.
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October 15, 2001
VIA e-mail
Msimon@aicpa.org

Mr. Marc Simon
Technical Manager, Accounting Standards
American Institute of Certified Public Accountants
1211 Avenue of the Americas
New York, NY 10036-8775
File Reference 4210.CC
Dear Mr. Simon:
FedEx Corporation has recently reviewed the Proposed Statement of Position Exposure
Draft, Accounting for Certain Costs and Activities Related to Property, Plant, and
Equipment issued June 29, 2001.
Generally, we believe the provisions of the Exposure Draft would pose significant
operational difficulties and would not provide enhanced financial reporting benefits in
excess of the costs. We also believe that the existing accounting literature is sufficient to
provide adequate guidance in accounting for property, plant and equipment.
Our specific comments in response to Issues 5,13 and 14 of the Exposure Draft follow.
Issue 5: Do you agree that costs o f property taxes, insurance and ground rentals should
be capitalized for real estate not used in operations while the property is under
development?
No. We believe the process of identifying and separating ground rentals, property taxes,
and insurance for only the property of the project would be complicated and it would
yield insignificant costs to be capitalized when compared to the total project. We believe
expensing these types of costs during the construction period is a more practical
approach.
Issue 13: Do you agree that the net book value o f replaced PP&E should be charged to
depreciation expense when existing PP&E is replaced or removed from service and the
replacement is capitalized?
Yes. Depreciation is a cost allocation concept, and we believe the remaining book value
of an asset (net of any residual or salvage value received) should be accounted for as a
change in estimate to depreciation expense. Current users of financial statements are
focused on cash flows, and the gain/loss on an asset used in operations is a non-cash item,
which would be consistently classified for financial statement analysis if included in
depreciation expense.

Issue 14: Do you agree with depreciating identified components over their respective,
expected useful lives as opposed to using group depreciation or composite lives?
No. We believe that the costs associated with depreciating identified components over
their respective lives do not outweigh any benefits derived from this accounting change.
Typically, the separate elements of long-lived assets do not provide material benefit to an
enterprise individually; benefits are derived from the asset in its entirety. Depreciation of
components of long-lived assets would be onerous to implement and would not yield
visible benefit to financial statement readers. Existing asset impairment guidance
provides the needed assurance that long-lived assets are properly reflected on the balance
sheet.
We appreciate the opportunity to comment on these proposed rule changes.
Sincerely,

Zs/ John L, Merino__________
John L. Merino
Staff Vice President
Corporate Controller
FedEx Corporation
ZsZJames S, Hudson_________
James S. Hudson
Corporate Vice President Strategic Financial Planning and Control
FedEx Corporation
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Mr. Marc Simon, Technical Manager
Accounting Standards, File 4210.CC
American Institute of Certified Public Accountants
1211 Avenue of the Americas
New York, NY 10036-8775
Dear Mr. Simon:
I am writing in response to the proposed rule regarding Accounting for Certain Costs and
Activities Related to Property, Plant, and Equipment (PP&E). I work for a small, Oklahoma
rural electric cooperative (a not-for-profit organization). This ruling could substantially change
accounting practices for our industry, and could negatively affect rates to our consumers.
It is my understanding that the proposed rule would require the use of component accounting for
plant, property and equipment. In the past, we have recorded plant assets in groups such as
Poles, Towers and Fixtures, Overhead Conductors and Devices, and Underground Conductors
and Devices. These groupings allow us to depreciate the whole group of items at one rate rather
that listing each item or unit separately and depreciating them individually. For example, the
grouping Poles, Towers and Fixtures have such items as anchor guy assemblies, poles,
crossarms, and cluster mounts. Our current quantities on these items are as follows:
Poles - 88,679
Anchor Guy Assemblies - 42,663
Crossarms - 49,296
Cluster Mounts - 762
Within this grouping, this would essentially mean we would have to keep track of 181,400
individual items. This is only one of several groups we have in our distribution plant. This could
very easily run into the millions of items that records would have to be maintained on an
individual basis. We currently have two full-time employees in the accounting department.
Additional staff to monitor these changes would mean additional costs to our customers. PEC has
over 4,000 miles of line. There are approximately 22 poles per mile of line. Cooperatives across
the U.S. own and maintain 2.3 million miles of line. In poles alone, this would be over 50.6
million individual items that would have to be recorded and monitored.
Another area that would affect our financials is the proposal for costs of removal of an item of
plant to be charged to expense as incurred rather than written off over the life of the plant ( as a
component of the depreciation rate). Our monthly balance for retirements on distribution plant
this year is approximately $600,000. Expensing this amount would materially affect our
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financials and subsequently our rates to our customers.
One other area that would negatively impact our margins is the proposed rule that limits
administrative & general costs and overhead costs that are currently capitalized as a part of
PP&E. These costs represent a portion of costs from payroll, benefits, insurance, transportation,
miscellaneous material and supplies. In reviewing these type costs for this year, I found that
monthly amounts could be as much as $50,000. Again, this could materially affect our
financials and rates.
It is imperative, as a cooperative, that our rates be competitive with the investor-owned utilities,
and that we provide our customers with the best service at the lowest cost. As a not-for-profit
organization, our margins are lower than investor-owned utilities, but they must be adequate to
meet certain financial ratios in order to borrow money. Our margins are returned to our
customers in the form of patronage capital. They are our owners and investors. A fine line has to
be monitored between profitability and meeting financials ratios on an ongoing basis. The
bottom line is to always do what is best for our customers. Increased expenses relate to the
customers in increased rates and a decrease in return of patronage capital, both would affect
customers’ attitudes negatively toward their cooperative.
Throughout history accounting was established to assist the public. Where is the assistance in
this? One of the key objectives in making changes within the accounting industry is that benefits
exceed costs. Who is this benefitting? This would only increase rates for consumers and
increase negative public relations for cooperatives. It will be hard to explain to a customer that
their electricity costs are going to increase because accounting changes have been put in place to
help them. Their question will likely be “how can it be helping when it’s taking money out of
my pocket?”
I hope that you will please re-consider this proposed change and the impact that it could have on
industries such as ours. PEC’s interest in this change represents a little over 13,000 members
with almost 17,000 accounts. As a cooperative, we represent one of 930 cooperatives with 35
million consumers in 46 states or 11% of the nation’s population. This also includes 13 million
businesses, schools, churches, farms, irrigation systems and other establishments in 2,500 of
3,128 counties in the U.S.. PEC’s main concern, along with the other cooperatives throughout
the U.S., is how it affects our customers.
Thank you for your time in assessing this matter. If I may be of any assistance in answering
questions you may have concerning this letter or PEC’s accounting system, please give me call at
(580)332-3031, Ext. 627..
Sincerely,

Debbie Christian
Controller

MACPA
October 15, 2001
Marc Simon, Technical Manager
Accounting Standards, File 4210.CC
AICPA
1211 Avenue of the Americas
New York, NY 10036-8775
VIA Internet msimon@aicpa.org
RE: SOP Accountingfor Certain Costs and Activities Related to Property, Plant and
Equipment Dated June 29, 2001
Dear Mr. Simon:
The Accounting and Auditing Standards Committee of the Maryland Association of
Certified Public Accountants appreciates the opportunity to respond to the above
mentioned exposure draft. Our committee is comprised of a diverse group of CPAs
representing members in industry and education as well as public accounting. Our
comments are as follows—
Overall Comments:
1. The proposed statement is another example of standards that take a cookbook or rulebased approach. It addresses an area—the accounting for acquisition of capital assets
and the depreciation thereof—for which the guidance in the past has been at a very
high level, allowing a great deal of judgment, and reduces it to a set of very specific,
and to some, no doubt, very onerous rules.
An example of the high level guidance that presently exists can be seen in the
generally accepted accounting definition for depreciation found in Accounting
Terminology Bulletin No. 1:
Depreciation accounting is a system of accounting which aims to distribute the cost or other basic
value of tangible capital assets, less salvage (if any), over die estimated useful life of the unit
(which may be a group of assets) in a systematic and rational manner. It is a process of allocation,
not of valuation. Depreciation for the year is the portion of the total charge under such a system
that is allocated to the year.

The proposed statement, with its requirement to measure depreciation using
component accounting, considerably narrows and complicates the exercise of
judgment in determining annual depreciation charges.
2. A major objective of the statement seems to address perceived abuses and the absence
of guidance in accounting literature for repairs and maintenance. The approach taken
is to list a number of do’s and don’ts.
■ The costs of normal, recurring, or periodic repairs.. .should be charged to expense
as incurred...

Maryland Association of Certified Public Accountants, Inc.
P.O. Box 4417, Lutherville, MD 21094-4417
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■ Deferral and amortization of the entire cost of a planned major maintenance
activity are not permitted.
A broader approach would have been to set broad principles or guidance to be applied
such as
■ Costs that do not add to the useful life, increase efficiency, etc. are not PP&E.
■ Only costs or expenditures actually incurred qualify for capitalization or for
expensing, based upon their nature.
3. If AcSEC moves forward with the project as it presently exists, consideration should
be given to exempt certain organizations from the need to use component accounting.
The criteria could be based upon whether the entity’s total assets exceeded a dollar
threshold or whether the entity’s PP&E exceeded a certain percentage of total assets.
Response to Specific Questions:
Scope Issue 1—No comments.
Project Stage Framework
Issues 2 and 3—The committee does not agree with this approach. It doesn’t appear that
this framework allows much leeway for a company in terms of managing an acquisition.
The distinction between preliminary and preacquisition activities is extremely artificial
and basing it upon a “probable” criteria that was established for recognizing losses seems
to be an unnecessary stretch. Entities should be able to use hindsight when applying the
accounting for PP&E. The nature of the item should not change based upon when in the
acquisition cycle it occurred or the likelihood an asset would be acquired. The decision
should be made based on whether the property was actually acquired. The accounting
model should be able to handle preacquisition expenditures made in one period that later
turn out to have not led to the actual acquisition of property in another.
It seems that AcSEC is analogizing to SFAS 67 (Accounting for costs and initial rental
operations of real estate projects) and SOP 98-1 (Accounting for costs of computer
software developed or obtained for internal use) and trying to move the accounting for
PP&E in that direction. This is not practical. The issue of capitalization vs. expense
creates further concern over differences in tax treatment and deferred taxes. Also,
government contractors would have difficulty in recovering costs that are expensed as
overhead and would be picked up in other contracts
Accounting for Costs Incurred
Issue 4—No comments.
Issue 5—Some committee members questioned why property tax and insurance should
be capitalized. This is not consistent with the rest of the SOP. We prefer the current
accounting for these types of costs to expense. We don’t see the “future benefit” of
capitalizing these items. We see the relationship between capitalizing these costs and the
interest, but it appears that any cost that are “incremental and directly attributable to the
construction activities can be “dumped” in the pot and capitalized.
Maryland Association of Certified Public Accountants, Inc.
P.O. Box 4417, Lutherville, MD 21094-4417
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Issue 6—The Committee felt this is not new.
Issue 7—The Committee stated that removal costs would not occur if not for installing a
new component. The example discussed was replacing an elevator. The costs of
removing the old elevator would not occur unless a new elevator was being installed. We
consider the removal costs to be part of the total costs of preparing the equipment for use-similar to shipping and handling costs. All costs that are incurred to ready the asset for
its intended use should be capitalized. Some members cautioned it could be difficult to
separate removal from replacement and this could be subject to abuse.
Some committee members felt theoretically expensing the cost of removal makes sense,
because it has no future value. Others felt it should be not be expensed when it is an
integral cost to replacement. It was suggested it might be better applied to industry
specific cases where appropriate.
Issue 8—The committee agreed with the expense of planned major maintenance costs.
Issue 9—The committee did not feel the built-in overhaul method should be allowed.
Use of Inventory in Production of Internal-Use PP&E
Issue 10—The committee agreed with the treatment as long as component treatment is
not required.
PP&E-Type Assets Used for Sale or Operating Lease
Issue 11—The committee felt the more simple method was preferred. Additional
guidance would be required for the more complex method.
Component Accounting

Issue 12—Component accounting would be an arduous task. Mandatory use of
component accounting should be limited to those entities for which PP&E is a significant
part of their activities. It is unduly complicated for small entities with no public interest in
their financial reporting. It should not be required for real estate and buildings not used
in a production or manufacturing process (i.e., should not be required for buildings used
for administrative purposes).
Issue 13—Some committee members agree with this in theory. Currently, if an entity has
equipment that, they’re going to replace, and it has a remaining book value on the books;
SFAS 121 comes into play. If it’s held for sale, carry the asset at the lower of carrying
value or fair value less costs to sell, as well as stop depreciating it. If it’s going to be
discarded, expense the remaining book value. But determining net book value under
component accounting needs to be reexamined.
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The calculations in example 2 assume all components are being depreciated at the same
rate. However, when an entity applies a composite rate to depreciate a building over an
average useful life, it is contemplated that certain parts of the building will last longer
than others. It is expected that the building’s shell will have a longer useful life than the
roof. When a roof is replaced, the use of composite rates and averages would say that if
the roof lasted as long as expected, it should be considered to have been fully depreciated
when replaced. The logic is that the depreciation charged in the early years was more
heavily weighted toward the components that had shorter useful lives. Also the use of
accelerated depreciation methods, which the statement does not eliminate, contemplates
that certain parts of the PP&E may have to be replace sooner than others.
Issue 14—Depreciation and useful lives are estimates. Some members of the committee
felt we should not pretend this to be precise a measurement. The estimated useful life
should consider average life and the cost of components. A composite rate anticipates
that some components will need to be replaced earlier than others.
Transition
Issue 16—The committee felt retroactive application is not reasonable to require;
therefore, allowing choice makes sense. Some members feel this statement should only
apply to newly acquired assets.
Issue 17—The committee felt this supports the argument for postponing this SOP until
fair value accounting is accepted.
Issue 18—The committee agrees with the approach.
Issue 19—Some members felt this is an exercise in futility.
Overall, members of the committee don’t think this Standard would improve financial
reporting for PP&E. It would be an onerous Standard to implement, particularly for large
entities that have numerous large and small assets used in operations. If AcSEC noted
abuses with the current accounting guidance related to repairs and maintenance, maybe a
more specific Standard could be implemented for a particular industry. The Committee
feels it is more appropriate to give guidance in principles that are logical and require the
use of judgement. This SOP is overly complicated and complex. It would be better in
conjunction with fair value accounting.

Respectfully submitted,
James L. Layton, CPA, Chairman
Accounting and Auditing Committee
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October 11, 2001

Mr. Marc Simon,
Technical Manager, Accounting Standards,
File 4210.CC
AICPA
1211 Avenue of the Americas
New York, NY 10036-8775

Dear Mr. Simon,
We appreciate this opportunity to comment on the AICPA’s proposed Statement of
Position (SOP) entitled “Accounting for Certain Costs and Activities related to Property,
Plant and Equipment.” We agree in principle with the AICPA’s objective of eliminating
diversity in the accounting for property, plant and equipment (PP&E). We appreciate the
fact that
a) any effect of a change from “composite” to “component” method of depreciation, will
be accounted for prospectively as a change in accounting estimate, as per Paragraph 71a
of the proposed SOP,
b) we are not obligated to change our composite method of depreciation on existing
PP&E, at adoption date, as per Paragraph 71b of the proposed SOP, and
c) this SOP permits an entity to determine the level of components or retirement units
that are most appropriate for it, as per Paragraph 52 of the proposed SOP.
Motiva Enterprises LLC (Motiva) is a joint venture between Shell Oil Company, Texaco
(in trust) and Saudi Aramco engaged in the refining and marketing business on the Gulf
and East Coast of the United States. Motiva owned $7.5 billion of gross PP&E with
accumulated depreciation of $2.6 billion at 2000 year-end, with annual depreciation and
amortization expense of $372 million. Depreciation of PP&E is provided generally on
composite groups, using the straight-line method, with depreciation rates based upon the
estimated useful lives of the groups.
Paragraph 54 of the proposed SOP requires an entity to reevaluate the level of component
accounting and associated lives of the components of the remaining PP&E asset and
similar assets, concurrent with replacement of an item not previously considered to be a
separate component. We believe this requirement is cost-prohibitive and will have a
chilling effect on entities contemplating applying component accounting retroactively for
existing PP&E, at date of adoption. We suggest that reevaluation be encouraged but not
required.

P.O. Box 4540

Houston, Texas 77210-4540

1

Phone: (713) 277-8130

Fax: (713) 277-9920

Paragraph 54 should specify that the phrase "replacement of an item not previously
considered to be a separate component" in the first sentence is not intended to include
items to be charged to expense under paragraphs 37 and 52. Without this clarification,
the act of installing any replacement part, however minor, could trigger the requirement
to reevaluate the level of all component accounting.
Paragraph 71a of the proposed SOP and Example 3 in appendix C require that future
period depreciation expense be based on the expected remaining useful lives of the
components, when the existing net book value at adoption is adjusted by the pro forma
net book value of the components. This, again, will create a tremendous administrative
burden, as there will be different depreciation rates for the same component between
existing PP&E (Pre 2003 assets) and future costs (Post 2002 assets). We suggest that
future depreciation expense be based on the common useful life of the component,
regardless of the expected remaining useful life. This will create just one depreciation
rate for each component. Depreciation will cease when the component is fully
depreciated, and if the asset is retired prior to being fully depreciated, the net book value
will be charged to depreciation expense.
Paragraph 48 of Appendix A permits continuation of existing group depreciation methods
if an entity can demonstrate that such methods do not produce results materially different
from those obtained under component accounting. It would be extremely helpful to
entities if AcSEC provided some concrete examples in this Appendix as to what
documentation would be needed, to avoid problems with their external auditors.
Paragraph 28b of the proposed SOP requires directly identifiable costs to include
depreciation of machinery and equipment used directly in the construction or installation
of PP&E, to the extent of time the machinery and equipment is used directly in that
activity as a percentage of its expected useful life. While we appreciate AcSEC’s
intentions in allowing these costs to be capitalized, there will be many instances where
the effort (record keeping) is simply not worth the ensuing benefit. We recommend that
this practice be required only if the depreciation to be capitalized is material to the total
project cost.
Similarly, Paragraph 32 of the proposed SOP requires capitalization of property taxes,
insurance, and ground rentals that are incremental and directly attributable to the
construction activities when a property under construction remains in operation while the
construction takes place. We recommend that this practice also be required only if the
amounts are material to the total project cost.
We would be happy to provide any additional information that the AICPA staff or this
task force may wish to consider regarding our comments.
Very truly yours,
Randy J. Braud
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Mr. Marc Simon
File4210.CC
AICPA
1211 Avenue of the Americas
New York, New York 10036-8775
Mr. Timothy Lucas
Financial Accounting Standard Board
File Reference 1063-001
401 Merritt 7
PO Box 5116
Norwalk, Connecticut, 06856-5116
Re:

Proposed Statement of Position: Accounting for Certain Costs and Activities
Related to Property, Plant and Equipment

Gentlemen,
I have reviewed the proposed statement of position and have the following comments on the proposal.
1.

Obtaining component data for existing property assets
Great Lakes REIT is a real estate investment trust involved in the ownership,
management and leasing of commercial office buildings in the Midwest which owns 37
properties totaling 5.4 million square feet.
All of our properties have been acquired since 1993 from third parties who may or may
not have constructed the project. Most of the assets were built between 1980 and 1990,
well prior to the period of our ownership.
Component information for these assets is simply not available. The only alternative
would be a cost component study by an independent third party at a cost of $10,000 per
property. This project would waste $370,000 of corporate assets to collect information of
dubious value as well as reduce our earnings.

2.

Cost of Record Keeping
As you can see by the enclosed financial statements, Great Lakes REIT is not a large
company. Our accounting and financial reporting department (including myself) consists
of six people. I estimate that the implementation of the proposed accounting standard
would require hiring an additional staff person to account for this component data,
increasing our overhead by $75,00 per annum. Again, this is an unacceptable increase in
costs to track information that will not enter into any business decisions.

823 Commerce Drive, Suite 300

Oak Brook, Illinois 60523
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3.

Component data relative to asset retirements
The proposed statement of position spends significant time worrying about the
scenario where a new roof with a 20 year life is installed three years after the
property is acquired. However, the cost of the old roof is not removed from the
books and records and is still depreciated over the composite life of the asset.
My response to this situation is that the current physical condition of the
property is carefully evaluated at the date of purchase. If, as in this example, the
roof were to be expected to last 3 years, we would adjust the purchase price of
the asset downward. The purchase price of a property reflects an assessment
of the expected major capital expenditures over the next five years.
The accounting for these additions and retirements is again another “make
work” project for my staff.

4.

Meaningfulness of reported financial results.
As a financial officer at a public company as well as a stock market investor in
many companies, I believe that new accounting standards are generally aimed at
improving the quality of reported earnings or correcting abuses of established
accounting practices.
Companies have been reviewed by the SEC or written up in the press for many
things, generally surrounding improper revenue recognition, earnings
management, or out and out fraud relating to revenue transactions. I cannot
recall one instance of an article in the press concerning accounting chicanery
regarding asset depreciation, asset retirements, or the use of the composite
method of depreciation. The quality of reported earnings would not be improved by the
implementation of this statement. All I foresee with this proposed statement is
additional work for my staff additional costs for my company and the production of
information that will have no value in making business decisions.

Very truly yours,

James Hicks
Chief Financial Officer
cc:

David Taube
National Association of Real Estate Investment Trusts
1825 Eye Street NW Suite 600
Washington, DC 20006
Allan Nieder
Ernst & Young
233 South Wacker
Chicago, IL 60606
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Mr. Marc Simon
Technical Manager, Accounting Standards
File 4210.CC
AICPA
1211 Avenue of the Americas
New York, New York 10036-8775
Reference: Proposed Statement of Position: Accounting for Certain Costs
and Activities Related to Property, Plant and Equipment (PP&E)
Dear Mr. Simon:
The Council on Government Relations (COGR) is an association of 145
research-intensive universities in the United States. COGR is a source of
critical information on current and emerging issues for its members and the
agencies sponsoring their research activities. COGR is a leading advocate
for policies that support the conduct of research at the highest standards and
sound and informed decision-making on issues critical to the research and
education community. We work with federal agencies and research
sponsors to develop a common understanding of the impact that policies,
regulations, standards and practices may have on the research and training
programs of our membership.
We understand and appreciate that current practice with respect to
accounting for costs of PP&E may not be uniform and that this diversity
may result in financial reports that are not fully comparable. However, we
do not believe that it is critical that the financial statements of not-for-profit
organizations be fully comparable to those of for-profit corporations. For
reasons set out below, the Council on Governmental Relations urges the
Accounting Standards Executive Committee to exempt all colleges and
universities from the application of the Statement of Position. (Public
colleges and universities are already exempted by virtue of paragraph 8 of
the proposed Statement of Position.)

Mr. Simon
October 17, 2001
Page Two

Overview:
COGR believes that the application of the proposed Statement of Position (SOP) to colleges and
universities will result in unintended consequences detrimental to the affected colleges and
universities and to the federal government, which sponsors much of the research conducted by
these institutions. The detrimental consequences will impact tax-exempt financing, and federal
research funding.
The issues relating to the impact of tax-exempt financing result both from a change in the costs
that may be capitalized under the proposed SOP, and from a change in the composite life of
capitalized assets that would result from the application of the proposal. The federal tax code
stipulates that private universities may apply the proceeds of tax-exempt borrowing only to the
acquisition of capital assets, and that the maturity of such debt must be tied to the composite life
of the asset being financed.
Issues related to federal research funding involve the relationship between federal regulations
and Generally Accepted Accounting Principles (GAAP). We believe that the proposed SOP
would disrupt the existing symmetry and would almost certainly result in one or more of the
following consequences: an increase in costs to the federal government, an increase in costs to
private universities, and a loss of grant awards due to cost differentials between private and
public universities that are based on accounting processes and not on underlying cost factors.
Specific Impact:
Increased University Financing Costs and Risks Due to Reduced Value of Capital Assets:
Universities are able to borrow funds for capital expansion through the issuance of tax-exempt
securities, under very strict conditions. This privilege is of great value to universities in
managing their costs, and benefits the federal government and other research sponsors who, in
part, support universities’ cost structure through the Facilities and Administration (F&A)
component of grant awards.
Section 145 of Title 26, of the U.S. Code limits the use of tax-exempt debt by non-governmental
tax-exempt organizations, such as private colleges and universities to capital expenditure
purposes. Further, some state laws establish a limit on borrowings based on the value of capital
assets.
Paragraphs 15 through 41 of the proposed SOP define the “ P r o je c t Stage F r a m e w o r k ” f o r
identifying costs that may be capitalized and costs that are to be treated as current period
expenses. Application of the “Project Stage Framework” as defined in these paragraphs would
result in a decrease in the reported capital assets of research universities. Under the federal and

Mr. Simon
October 17, 2001
Page Three

state laws referred to above, implementation of the proposed SOP could result in the loss of tax
exemption on a portion of a university’s debt, thus significantly increasing the cost of borrowing
to that university.
Increased University Financing Costs Due to Componentization:
Paragraphs 49 through 56 of the SOP proposal define the component accounting requirements of
the proposed standard. The effect of applying component accounting to the capital assets of
universities, generally, would be to reduce the measured composite life of capital assets.
Section 147 of Title 26 of the U.S. Code provides, in part, that the average maturity of qualified
(for tax-exemption) debt may not exceed 120 percent of the expected economic life of the assets
being financed. Therefore, a reduction in the composite life of a university’s assets would result
in a reduction in the average maturity of a university’s debt. This reduction would create
additional costs for refinancing and would increase the university’s risk in debt issuance.
It is possible to assume that changes in accounting standards for depreciation do not necessarily
require a change in the expected economic life of the underlying asset. In reality, however,
Bond Counsel relies heavily on audited financial statements and the opinion of auditors in
drawing conclusions as to the tax-exempt status of debt to be issued. They are not likely to agree
that an expected economic life that is derived from values other than those reflected in financial
statements is appropriate.
Implication for Federal Research Funding:
Private, not-for-profit research universities are not only subject to the requirements of GAAP,
but they must also conform to the requirements of a variety of federal regulations. Of particular
concern in this discussion are the implications for compliance with Office of Management and
Budget (OMB) Circular A-21, Cost Principles for Educational Institutions, under an accounting
regime that would include the proposed SOP.
OMB Circular A-21, at paragraph J(12)(a)(2) provides, in part, “The depreciation methods used
to calculate the depreciation amounts for F&A (Facilities and Administration cost) rate purposes
shall be the same methods used by the institution for its financial statements.” Consequently, if a
university were subject to the provisions of the proposed SOP as proposed, it would be required
to calculate its F&A rates based on the results of the application of the proposed standard. There
are several potential consequences of this situation.
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Scenario 1: The SOP is implemented as proposed, and OMB does not change
Circular A-21. Under this scenario, the measured current period costs would increase
due to the shifting of Stage 1 and Stage 2 acquisition costs from capitalization to expense
and due to the fact that depreciation schedules would be accelerated because of a shorter
composite life computation resulting from component accounting. Consequently, private
not-for-profit universities would necessarily increase their F&A cost rates in research
grant proposals.
Further, private not-for-profit research universities would be placed at a competitive
disadvantage relative to public research universities to which the proposed SOP would
not apply. Private schools would report higher F&A costs than would their public school
counterparts for no reason other than accounting convention.
As a consequence, either research awards would be transferred from private schools to
public schools or the cost of research to the federal government would increase.
Scenario 2: The SOP is implemented as proposed, and OMB amends Circular A-21.
Over the years the research university community has worked closely with the Office of
Management and Budget to develop and maintain symmetry between federal cost
principles as contained in Circular A-21 and GAAP to which private not-for-profit
colleges and universities must conform. The success of these efforts is demonstrated by
the language cited above, under which it is acceptable for colleges and universities to
maintain a single set of records for both public and federal reporting.
However, if the proposed SOP were implemented as proposed, OMB will soon recognize
that the reported F&A cost rates for private research colleges and universities are
increasing and may move to separate A-21 from GAAP. This scenario results in
universities maintaining separate records and generating separate and different reports.
The cost of doing so would be compounded by the fact that both sets of records and
reports would be subject to independent audit.
It is also the case that to the extent that government agencies such as OMB do not rely on
GAAP accounting and statements the credibility of GAAP standards is undermined.
Conflicts in Implementation Schedules:
Paragraph 70 of the proposed SOP states, “This SOP is effective for fiscal years beginning after
June 15,2002. Earlier application is encouraged.”
Many universities maintain fiscal years that begin on July 1 of each year. Therefore, if the
proposal were to become effective as proposed it would be effective on July 1, 2002 for those
institutions.

Mr. Simon
October 17, 2001
Page Five

OMB Circular A-21 at paragraph J(12)(b)(2) states in part, “Depreciation methods once used
shall not be changed unless approved in advance by the cognizant Federal agency.” As a
practical matter, it is highly questionable whether it would be possible for universities to fully
define a new accounting regime, request prior approval and receive that approval prior to the
proposed implementation date. It is not known at what date the proposed SOP would be final,
and until that date it cannot be known what changes would be required. Further, the reviewing
activities of our cognizant federal agencies are thinly staffed and this change would create an
immediate and sizeable backlog of work. Completion and approval, if approved, could not be
expected soon enough to avoid the development and implementation of dual record keeping.
Conclusion:
We believe that the consequences described above are unintended by the Accounting Standards
Executive Committee and that they are sufficiently detrimental to colleges and universities,
particularly those with a significant federal research presence, to warrant the exclusion of these
institutions from applicability of this SOP. We believe that comparability between private notfor-profit colleges and universities and publicly traded corporations is less important than
comparability between private and public colleges and universities with respect to the
measurement of costs.
Therefore, the Council on Governmental Relations urges the Accounting Standards
Executive Committee to exempt colleges and universities from the application of the
Statement of Position.
Respectfully,

Katharina Phillips

a e ci
associated e le ctric co o p e ra tive , inc.

2814 S. G o lde n, P.O. Box 754
Springfield, Missouri 65801 -0754
417-881 -1204 FAX 417-885-9252

October 18, 2001
Mr. Marc Simon
Technical Manager, Accounting Standards
File 4210.CC
American Institute of Certified Public Accountants
1211 Avenue of the Americas
New York, NY 10036-8775
Re:

Exposure Draft - Proposed Statement of Position, “Accounting for Certain Costs
and Activities Related to Property, Plant, and Equipment”

Dear Mr. Simon:
Associated Electric Cooperative, Inc. (AECI) is a generation and transmission (G&T)
cooperative that provides wholesale electric power and energy to its six Members. Each
of the six Members also is a G&T cooperative, that in turn provides wholesale electric
power and energy to its member Distribution Cooperatives. The 51 Member distribution
cooperatives sell electric power and energy at retail to their member-customers in
Missouri, southeastern Iowa, and northeastern Oklahoma.
AECI appreciates the opportunity to submit written comments regarding the abovereferenced Proposed Statement of Position (PP&E Accounting Proposal) to the
Accounting Standards Executive Committee (AcSEC) of the American Institute of
Certified Public Accountants (AICPA). Since AECI operates within the capital-intensive
electric utility industry, the PP&E Accounting Proposal would significantly impact our
accounting practice.
In general, as discussed below, the PP&E Accounting Proposal raises significant rate
making, operational, and accounting concerns for AECI and electric cooperatives in
general.
As a borrower of funds through the Rural Utilities Services (RUS), we are legally
required to follow their Uniform System of Accounts. AECI establishes electric rates for
our members based on a specific cost of service that has been approved by RUS. The
cost elements included in our cost-of-service studies are based on defined cost elements
as contained in the Uniform System of Accounts. The RUS Uniform System of Accounts
is substantially similar to that of the FERC.
Associated applies Statement of Financial Accounting Standards #71 in our cost-ofservice rate-making practice, following specific guidance contained in the RUS Uniform
System of Accounts. Following general rate-making principles of electric utilities, AECI
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defers or accelerates the rate recognition of certain current-period costs in order to avoid
spikes in the level of electricity rates. In accordance with Statement #71, the deferred or
accelerated current period items are generally shown on the balance sheet as regulatory
assets or liabilities, and the income statement reflects the specific expenses which the
recorded revenues have been designed to recover. Statement #71 basically provides
symmetry between utility rate-making and accounting. AECI believes that applying the
concepts of Statement #71 and the RUS Uniform System of Accounts - reflecting the
result of rate-making practice - results in the best possible matching of revenues with
expenses and presents the fairest representation of financial position and results of
operations to financial statement users.
As discussed in the section that follows, however, the provisions of the PP&E
Accounting Proposal are inconsistent with general rate-making practices and the RUS
Uniform System of Accounts in a number of ways. Given the symmetry between rate
making and accounting, by implementing the PP&E Accounting Proposal AECI would
be forced to significantly alter not only our accounting, but also our rate-making practices
- with (as also discussed below) likely adverse impacts on member electric rates.
If RUS would not concur with the accounting and rate-making changes of a final rule
implementing the provisions of the PP&E Accounting Proposal, AECI would be required
to keep two sets of accounting records. First, a regulatory set of books prepared in
accordance with the Uniform System of Accounts on the basis of which we would set our
electric rates. Second, a set of books in accordance with Generally Accepted Accounting
Principles (GAAP) for preparation of external financial statements. Such dual sets of
accounting records would lead to great confusion among users, as well as considerable
unnecessary cost.
The AICPA AcSEC provides two major purposes of this rulemaking in the
“BACKGROUND” section of the Exposure Draft: (1) to provide uniformity as to items
capitalized to plant accounts, and (2) to standardize depreciation accounting methodology
- among virtually all U.S. businesses. It is our contention that such uniformity and
standardization already exists within the electric utility industry. Furthermore, due to the
unique regulated utility operating environment, complete accounting uniformity between
utility-type enterprises and other types of businesses is not necessary or even desirable.
Following are the major points of the Statement of Position on Accounting for Certain
Costs and Activities Related to Property, Plant and Equipment with our comments:
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Accounting Proposal
1. Component accounting would
require significant, additional
detailed cost accounting.
Components would have to be
identified if their replacement was
intended to be capitalized.
2. Remaining net book value would be
charged to expense. This
requirement would implicity
eliminate the composite and group
method of depreciation.

Impact on AECI
The term “component” must be defined in
order to help determine the type of
replacement that should be capitalized.
Otherwise, the objective of the statement to
enhance financial reporting consistency
could not be achieved.
We would have to abandon the group
method of depreciation, a requirement of
the RUS Uniform System of Accounts.
Changing from this method would require
the “true-up” of accumulated depreciation,
where all gains and losses have been
applied from prior disposals. We estimate
that this would likely be impossible to
identify. We would hope that this rule
could only be applied going forward.

3. Change in accounting for planned
major maintenance activities. The
SOP would not permit the “accruein-advance” or “defer-andamortize” methods of accounting
used to aggregate costs of
infrequent/long-term maintenance
projects.

Implementation of this provision would
result in increased earnings volatility for
AECI, as infrequent major maintenance
cost would be recognized in operations in a
single accounting period and reflected in
utility rates in a single year. This would
contradict the utilities’ concept of matching
expenses with the periods where the rate
payers are benefiting. Indeed, we see this
change as inconsistent with the
fundamental “matching” concept. This
mismatch of high cost for such
maintenance would cause electric rates to
spike in that year - sending inaccurate rate
signals.
We believe option (1) would be very
difficult and imprecise and would,
therefore, prefer option (2). However, even
this option would require a large cost in
human resources without any discernable
benefits.

4. Costs of adopting the proposal.
Companies will have the option of
(1) allocating the net book value of
PP&E at date of adoption to all
components or (2) estimating the
remaining undepreciated cost of
components as each component is
replaced after date of adoption.

Each of the above accounting inconsistencies poses significant operational problems for
AECI. The detrimental impacts of each item should be carefully considered and weighed
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against any identifiable benefits before the AICPA AcSEC implements the attendant
provision of the PP&E Accounting Proposal for electric utilities.

In conclusion, the following points should be emphasized regarding our opposition to this
proposal:
•

Any final plant accounting rule should not overturn long-standing electric
utility accounting and, by direct implication, rate-making practice without
significant consultation and input from utility regulators.

•

The PP&E Accounting Proposal would impact detrimentally on electric
cooperative operations and impose excessive costs. Any final plant
accounting rule should not overturn any accounting practice of the electric
utility industry without strong evidence that benefits of that accounting
change outweighs its costs.

If, after this careful cost-benefit review, the AICPA AcSEC nonetheless believes it
should move forward with implementation of the major provisions of the PP&E
Accounting Proposal for electric utilities, including electric cooperatives, AECI
respectfully requests that the certain measures be considered for inclusion in the final
rule. These measures would somewhat mitigate the ill effects of the accounting rule for
electric cooperatives. These mitigation measures are as follows:
Specific Recommendations to Mitigate Detrimental Effects of PP&E Accounting
Proposal
1.

The applicability of Statement #71 for affected enterprises should be explicitly
sanctioned in the final accounting rule.

Statement of Financial Accounting Standards #71 is never mentioned in the PP&E
Accounting Proposal. As a result, it is not clear if or how Statement #71 applies in
relation to the PP&E Accounting Proposal.
Explicitly sanctioning the applicability of Statement #71 could mitigate some of the
detrimental rate-making impacts of the PP&E Accounting Proposal - by allowing for
financial statement recognition of certain rate-making practices regarding plant cost
recovery. Furthermore, a clear explanation of how Statement #71 is to be applied,
regarding, for example, the regulatory assets and liabilities that are created when rate
making practice for plant accounting varies from GAAP accounting would provide for
consistent financial reporting among electric utilities.
Specifically, AECI recommends that, in accordance with Statement #71, the following
differences be recognized on the balance sheet for financial reporting purposes between
rate-making practice and the provisions of the PP&E Accounting Proposal:
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■ Rate recovery of A&G and overheads associated with construction projects over the
useful life of the plant asset.
■ Use of group and/or composite depreciation accounting for rate-making purposes.
■ Deferral of gains and losses associated with normal dispositions of mass assets for
rate-making purposes.
■ Rate recognition of the cost of removal of a plant asset over the asset’s useful life.
■ Deferral or advanced accrual of major maintenance costs associated with planned
generation plant outages for rate-making purposes.
Again, in deciding how Statement #71 should be applied, AECI urges the AICPA AcSEC
to consult RUS and utility regulatory commission staff. It is absolutely critical to electric
cooperatives that the relationships between regulatory accounting and GAAP accounting
be clear - with a goal to make the two as consistent with one another as possible. Since
utility regulators are responsible for regulatory accounting, commission staff consultation
and input in this process is critical. Certainly, from AECI’s perspective, the more
synchronized regulatory and GAAP accounting, the better for electric cooperatives.
2. RUS should be authorized in the final accounting to make the determination for
electric cooperatives that the use of the group depreciation method approximates
the component method.
The PP&E Accounting Proposal provides in paragraph A48 that in order to use the group
depreciation method, the business entity must demonstrate that the “gross [plant
balances], accumulated depreciation, depreciation expense, and gains and losses on
replacements or disposals of [plant]” under the group depreciation method are not
materially different from results under the component method.
AECI believes that the specified requirements to use group depreciation should be
liberalized in a number of ways. First, since gains and losses associated with normal
retirements of mass property are generally not currently recognized under the group
depreciation method, it is hard to imagine that accounting results for gains and losses
would be not be materially different. AECI, therefore, recommends that the materiality
proviso for gains and losses be stricken. Second, instead of use of a standard of
materiality that presumably is applied annually, AECI recommends that it be
demonstrated - by periodic depreciation studies or other evidence - that the results of
using the group method approximates the use of the component method over the useful
life of the plant asset. Third, AECI recommends that in addition to the business entity,
RUS or the applicable utility commission be authorized in the final accounting rule to
demonstrate that use of the group depreciation approximates the component method. In
this way, for similarly situated electric cooperatives, one overall determination of
depreciation accounting results, rather than more costly individual determinations by
each electric cooperative, can be made.

3. Component accounting, if required, should be limited to more costly, material
components.
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The PP&E Accounting Proposal in paragraph 49. specifies that “[a] component is a
tangible part or portion of [a plant asset] that (a) can be separately identified and
depreciated or amortized over its own separate expected useful life and (b) is expected to
provide economic benefit for more than one year.”
AECI believes that this definition would create an enormous number of tremendously
detailed plant accounting records for electric cooperatives. Operating in the very capitalintensive electric utility industry, we could literally be required to maintain and account
for thousands and thousands of individual plant assets.
AECI believes the better approach would be for the AICPA AcSEC to require component
accounting for more costly, material items of plant, with immaterial items grouped with
the larger ones for accounting purposes. The results of implementing this
recommendation should be lower cost to electric cooperatives, with minimal material
differences in plant balances and operating results.

AECI appreciates the opportunity to provide comments on the PP&E Accounting
Proposal and respectfully urges the AICPA AcSEC to consider its views and
recommendations. If questions arise concerning these comments, please feel free to
contact Randall W. Murdaugh at 417-885-9234 at Associated Electric Cooperative, Inc.
Sincerely yours,

Randall W. Murdaugh, Controller
Associated Electric Cooperative, Inc.
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AMB Property Corporation

October 22, 2001
Mr. Marc Simon
Technical Manager, Accounting Standards
File 4210.CC
AICPA
1211 Avenue of the Americas
New York, NY 10036-8775
Re: Proposed Statement of Position: Accountingfo r Certain Costs and Activities Related to
Property, Plant and Equipment
Dear Marc:
We have reviewed your Statement of Position (SOP), Accounting for Certain Costs and
Activities Related to Property, Plant, and Equipment. This comment letter specifically provides
the Accounting Standards Executive Committee with our comments on its Exposure Draft
regarding amendments (the proposed amendments) to SFAS No. 67 (SFAS 67), Accountingfor
Costs and Initial Rental Operations o f Real Estate Projects.
AMB Property Corporation is one of the leading owners and operators of industrial real estate
nationwide. As of September 30, 2001, we owned and operated 876 industrial buildings and
seven retail centers, totaling 79.7 million square feet, located near key passenger and cargo
airports, highway systems, and ports in major metropolitan areas, such as Atlanta, Chicago,
Dallas/Fort Worth, Northern New Jersey/New York City, the San Francisco Bay Area, Southern
California, Miami, and Seattle. As of September 30, 2001, we also managed industrial buildings
and retail centers, totaling 3.3 million square feet on behalf of various institutional investors. In
addition, we have invested in industrial buildings, totaling 4.9 million square feet, through
unconsolidated joint ventures.
Proposed SOP and Amendments
We understand that there may be a need to provide additional guidance with respect to PP&E
capitalization, depreciation, and disclosure. However, we believe the scope of the proposed SOP
extends beyond a reasonable level of asset tracking and would result in our incurring significant
additional costs. Either segregating components prior to adoption or applying component
accounting prospectively would result in a significant expenditure of our resources to an end that
we believe is unnecessary.

Pier 1, Bay 1

San Francisco, California 94111

Main 415 394.9000

Fax 415 394.9001

www.amb.com

General Growth
Properties, Inc.
October 19, 2001

Mr. Marc Simon
Technical Manager, Accounting Standards
File 4210.CC
American Institute of Certified Public Accountants
1211 Avenue of the Americas
New York, New York 10036-8775

Re:

Proposed Statement of Position-Accounting for Certain Costs
and Activities related to Property, Plant and Equipment

Dear Mr. Simon:
General Growth Properties, Inc. (“General Growth”) is the second largest self-administered
regional mall Real Estate Investment Trust (REIT) in the United States. We currently own,
develop, and operate regional malls in 39 states. Our portfolio includes ownership interests in 97
shopping centers comprising over 87 million square feet of retail space. General Growth
manages another 47 malls for institutional owners totaling more than 40 million square feet.
General Growth is an active member of the National Association of Real Estate Investment Trusts
(NAREIT) and the National Association of Real Estate Companies (NAREC), both of which have
or will respond to the proposed SOP. General Growth supports the views presented in those
letters as certain members of its accounting staff were highly involved in developing the
comments given by those organizations. In addition, there are certain points that we would like
the AICPA to consider in its comment review process that are of particular concern to General
Growth specifically.
General Growth is particularly concerned, as both the NAREIT and NAREC comment letters also
argue, that the costs of implementation and compliance with the Proposed SOP are in excess of
the benefits of the new guidance. The Proposed SOP specifies that reporting entities separately
identify, record and track each component of every asset that can be separately identified and
that has a useful life different from the major asset to which it relates. Although at implementation
a choice is available between applying component accounting retroactively to existing assets or
prospectively, there is a significant disincentive in the Proposed SOP to electing to not apply
component accounting retroactively. The “penalty” (as it has been referred to even in the AlCPA’s
preliminary discussions of the Proposed SOP) to prospective application of component
accounting will force us to fully componentize our investment portfolio at adoption.
Unfortunately, in our particular case, fully componentizing to the extent which appears necessary
under the Proposed SOP will likely require a separate cost study by consultants to arrive at the
original costs of the individual components or a reasonable estimate of the current relative fair
values of the components. This exercise, even using a conservative estimate of approximately
$15,000 per property, would cost General Growth Properties almost $1.5 million. This one-time
expenditure would likely be characterized as an “owners’ charge” for purposes of tenant common
area maintenance charges and therefore would be reflected dollar-for-dollar as a reduction in our
periodic earnings. In addition, the majority of our third-party management agreements require us
to maintain books and records of the owner’s properties “in accordance with generally accepted
accounting principles”. Again, the implementation cost (for our currently existing 47 property thirdparty portfolio of over $700,000) would likely not be recoverable from the third-party owners under
the terms of our current management contracts.

110. North Wacker I Chicago, IL 60606 1312-960-5000
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In terms of compliance costs, we estimate these to be significant and likely not recoverable as
well. The main cost of compliance is to maintain a database of tenant leases and the related
specific assets for each mall location. As each property will now be tracking even conservatively
several hundred more individual assets, the personnel and other costs will be significant. We
would estimate two to three full-time additions to the corporate staff (at an aggregate fully
allocated cost including benefits of approximately $250,000 a year) will be necessary for tracking,
coding and investigating these new assets, again as a non-recoverable owners’ cost.
Not only are the initial and on-going costs of the new guidance in the Proposed SOP significant,
we find the benefits of the new guidance spurious at best. The result of increased
componentization will result in more finely detailed calculations of periodic charges to
depreciation. However, the real estate industry is already on record stating that the allocation of
depreciation based on historical costs to specific periods is not critical to a consideration of the
values, dividends or economic performance of the properties. Therefore, we do not see the
significant benefits of implementation of the guidance of the Proposed SOP and would request
that the AICPA reconsider the costs of implementation and compliance (as we and other
respondents will no doubt detail in their comment letters) to be sure that the benefits truly exceed
the expected costs.
A second individual provision of the Proposed SOP that we find specifically troublesome is the
treatment of planned major maintenance activities. General Growth believes that there is a
certain class of periodic maintenance activities, which are performed at intervals greater than one
year, which do not necessarily extend the useful life of the property or a specific asset but do
enhance the productivity and leaseability of the property. Major cleaning programs, overhauls and
patching and painting projects are typical examples of these types of costs. Paragraph 44 of the
Proposed SOP would have these costs expensed as incurred despite the benefits to future
periods. We believe that allocating these costs to the periods benefited, either as a distinct asset
that is amortized or a prepaid expense, provides a better representation of operational
performance for the periods benefited by matching the costs to the periods in which revenues are
produced. Therefore, we would recommend that the Proposed SOP be modified to permit such
deferral or amortization.
Finally, to aid in the AlCPA’s statistical analysis of the comments to the Proposed SOP, we have
attached as an exhibit to this letter our brief responses to each of the individual issues raised in
the AlCPA’s transmittal letter to potential respondents. General Growth supports the efforts of the
AICPA and the Financial Accounting Standards Board as they attempt to reduce diversity in
practice and clarify existing standards. On this project however, we believe that existing literature
is not so flawed as to require such a pervasive and costly modification to current standards. We
appreciate the opportunity to participate in the consideration of the Proposed SOP and would be
happy to discuss our comments further with you if requested.

Bernard Freibaum
Executive Vice President and
Chief Financial Officer
Attachments

SUMMARY REQUESTED RESPONSES TO SPECIFIC ISSUES
Issue 1
The proposed SOP does not provide specific guidance on lessor or lessee accounting for costs
related to reimbursable capital expenditures associated with investment property. We believe the
Proposed SOP should address this issue due to the strong probability that many costs, pursuant
to the Proposed SOP, would be currently expensed whereas the related reimbursements, under
current lease accounting guidance, would not be recognized until future periods.
Issue 2
We generally agree with the Project Stage Framework except that we strongly believe that the full
cost of long-term capital programs should be capitalized and amortized against future economic
benefits.
Issue 3
General Growth believes that the guidance in SFAS #67 (paragraph #4) has served the real
estate industry well for many years and that there is not a diversity in practice that demands a
modification.
Issue 4
While we generally agree that certain general and administrative costs should be expensed as
incurred, we find that the guidance in paragraph #25 to be not operational. We believe that the
guiding principle for development cost capitalization should be the nature of the cost (using full
costing methods as in other industries), rather than the service provider.
Issue 5
We agree with the conclusion of the Proposed SOP with respect to property taxes, insurance and
ground rents and would recommend that the guidance in SFAS No. 34 be used for applying such
conclusion.
Issue 6
We believe that planned major maintenance activities should constitute an exception to current
expense treatment.
Issue 7
As contractors generally do not provide data that segregates removal costs from installation
costs, we believe that removal costs should not be distinguished from costs of installing
replacement PP&E or PP&E components.
Issue 8
As discussed in our general comments, all costs of long-term capital maintenance programs
should be capitalized and amortized against the future economic benefits.
Issue 9
General Growth does not support the “built-in-overhaul” method of accounting. These costs
should be capitalized/deferred as incurred and amortized over an appropriate period.
Issue 10
We believe that the proposed guidance is appropriate.
Issue 11
General Growth believes that the cost accumulation model for real estate properties developed
for rental or to be used by a company should be consistent with the cost accumulation model for
real estate property developed for sale (as contained in SFAS 67) and should not be modified.
Issues 12-14
The general comments section of this letter summarize our objections to component accounting.
To emphasize, we support the use of componentization to a reasonable level - but the detailed
level required by the proposed SOP is unreasonable.
Issue 15
We have no comment on this issue.
Issues 16-19
We believe that providing alternatives to the transition accounting will result in diversity in practice
and lack of comparability between companies. Additionally, we do not see any reason for the
transition effect to be accounted for any differently than other accounting changes as specified
under APB 20.

5724 Tucker Circle
Omaha, NE 68152-1842
October 21, 2001

Marc Simon
Technical Manager, Accounting Standards
File 4210.CC
American Institute of Certified Public Accountants
1211 Avenue of the Americas
New York, NY 10036-8775
Re: June 29, 2001 ED on PP&E
Dear Mr. Simon:

Please accept my comments herein on your Exposure Draft.
First, let me say that I wish that your Committee and The CPA Letter would better
coordinate. While your ED is dated June 2 9 ,1 was not aware of the ED until October 4
when I received my September 2001 Letter. With a comment deadline of October 15,
this has given me insufficient time to study and comment.
Before I begin on the details, let me make these 3 general comments:
(1) Given the breath that this project became, I am surprised that it is in AcSEC’s
jurisdiction rather than the FASB’s. I don’t see how this is different than accounting for
leases, pensions, or any other the areas on which FASB has pronounced.
(2) The breath of this project is way wider than what I ever expected. I had heard that
some body was going to address planned major maintenance activities one of these days,
but this goes way, way beyond what I expected, and what I think is needed. You have
opened a big can of worms.
(3) Much of the guidance is too specific. There are times when it seems the account
titles have been prescribed. Believe it or not, people in practice can still exercise
professional judgment.

Issue 1 (Lease Accounting)
I am not aware of any such issues or concerns, or areas to be addressed.
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Issue 2 (Project Stage Framework)
It is interesting that the examples you provide on page 4 are all costs related to the
"in-service stage." Given that the SOP covers everything from A-to-Z, the project stage
framework seems logical.
It is hard for me to believe that there is significant "diversity in accounting" (par. 2) with
respect to the other stages. Given this belief, I was disappointed that the SOP wandered
into these other stages.

Issue 3 (Preliminary Stage Accounting)
I agree that capitalization should begin when the acquisition of specific PP&E is
considered probable, but where "specific" means by-nature or use, not by-physical
presence. For instance, with respect to Example 4 ,1 believe that since it is "probable"
that the company will build one new plant somewhere, that is sufficient, and therefore
capitalization should begin.
Almost every purchase involves such narrowing of choices down to a specific choice.
Such activities, and related costs, are ordinary and necessary in the acquisition process.
If a company determines that it is probable that it will build two manufacturing plants, a
large one and a small one, that at first appears to be a different case. But the problem
here would be cost accumulation and allocation, as addressed at Issue 4. Accordingly,
costs may need to be expensed but it's because they are not direct enough, it's not because
they are not ordinary and necessary acquisition costs.

Issue 4 (Direct Costs Only)
In theory, I believe that all costs, both direct and indirect, should be capitalized. In
practice, unfortunately, there seems to be so many abuses that I believe your expensing
approach is the most workable.
Because of the abuse concern, I wish to point out what I believe is an inconsistency, that
is, with respect to payroll and payroll-benefits (par. 23b). I would argue that allocated
salaries may be direct costs, but are not incremental costs. The same argument could be
made about depreciation, but it may be less available for abuse. If you are going to use
"incremental" as the standard, it should be that way for all costs.

Issue 5 (Property Taxes and Insurance)
I agree they should be capitalized.
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While I agree with the language on page 4 for this Issue and that at par. 32,1 was
surprised to see the treatment afforded the taxes on the land under which the rental
building project will be built in Example 9.
My first reaction was that the taxes on the rental project land should continue until the
rental building is substantially complete. FASB-34, par. 59, may agree with this as it
says that ’’activities” is to be construed broadly. On the other hand, par. 58 says that
acquisition costs should be capitalized while holding costs should not be capitalized. In
either case, your SOP should give guidance with respect to ’’holding costs.”
My second reaction was that the taxes on the headquarters and parking lot should have
ceased once the site preparation was complete —not capitalized as indicated until the
building and surface is substantially complete. That is, once the site preparation is
complete, the land is complete for its intended use, the building and surfacing are
separate.
Whichever reaction is right, if either, there does seem to be possible inconsistency here
that need is be clarified.

Issue 6 (Extraordinary Repairs —Pars. 37. A31, Example 6)
Strongly disagree. The basis for my disagreement is that I believe that what depreciation
takes away can be restored with respect to a portion of a component. Second, I believe
that what was expected to last 10-years with normal maintenance and repairs and be
made to last 20-years without replacement of components. Both of these can be
accomplished by what is often called extraordinary repairs. Please take a moment to read
The Tax Adviser, May 2001, pages 307-308, especially as to Situation 3 that mentions
refurbishment of major components and systems.
If your guidance stands, it may be possible for companies to get relief in two ways. First,
things today are seldom technically "repaired,” rather they replace-this and replace-that,
and it’s ready to go again; thus, "replacement" may be broadly used. Second, a company
may transition with par. 71b and decide on components after-the-fact, as in Examples 1
and 2.
Before you finally decide, please keep in mind that your "new-think" flies into the face of
at least 60-years of financial and tax decisions.

Issue 7 (Removal Costs)
I am not sure if you are changing current practice here or not.
As currently taught, the expected removal cost should be subtracted from the expected
gross salvage value when setting depreciation. Thus, if the ultimate removal cost is on
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target, there will be no effect on net income in the disposal year because of the removal
cost. From an entry standpoint, the entry with the salvage company may produce, say, a
gain, whereas the entry with the removal company will debit or offset that gain. To say
that the second entry is a "charge to expense" is, in my opinion, not exactly on point.
Perhaps the main point that should be made is that removal costs should generally be
associated with the asset being removed, and not with replacement assets.
I stated above "generally" because of something like this: What about the case where the
west wall of a building has to be removed in connection with an addition being built to
the west. I would say that cost should be capitalized as part of the new construction.
Would the SOP say expense?
There is a good discussion of removal cost, from a tax perspective, in The Tax Adviser,
May 2000, pages 365-368, which I hope you have read.

Issue 8 (Planned Major Maintenance Activities)
This is one of my major disagreement with this ED.
For illustration purposes, assume a PMMA is scheduled for the 3rd, 6th, 9th... years.
Under this SOP it appears that there will be charges to income only in the 3rd, 6th, 9th ...
years even though the underling wear-and-tear occurs every year. Such accounting is
almost cash-basis!
Conventional wisdom (~CON-2's Representational Faithfulness) would say that wearand-tear is occurring each year and that income should be charged. Because the
component has been used up, I argue that a debit to income is called for under FASB-5
because there has been impairment of that component. Waiting for the 3rd year is more
likely for practical purposes and economic efficiency, rather than the fact that no wearand-tear occurred in first and second years of each cycle.
As to the credit, you state in par. A3 7 that such an amount does not constitute a liability
under CON-6. I would point to, for instance, FASB-43, par. 12, which says that some
respondents’ views about what a liability is were too restrictive and later that a liability
can exist based on the employer's past practices. In par. 14, FASB-43 says that a liability
is supported, in part, because the employer has little or no discretion to avoid future
payment. Also see FASB-68, pars. 28-29.
Perhaps if a requirement for the presence of the accepted notion of an "economic penalty"
were added, as in FASB-13, par. 5f, and FASB-98, that would strengthen the liability
argument for you. The Tax Adviser, June 2001, p. 376, presents a real-life case. In that
case Ingram Industries performed maintenance inspections on its tugboat engines every
three or four years at a cost of $100,000 each time. The alternative was to purchase a
new comparable engine at $1,500,000 or rebuild the engines at $600,000. What company
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in their right mind would not pay the $100,000 given these facts? Clearly the economic
penalty present here would nearly guarantee that the PMMA would be performed.
A second option, and also consistent with FASB-5’s notion of asset impairment, is to
credit Accumulated Depreciation, that is:
Repair Expense............................. xxx
Accumulated Depreciation......
xxx
When the PMMA occurs, Accumulated Depreciation would be debited and Accounts
Payable would be credited.
If you insist on staying with your guidance, I would suggest that you also now develop
guidance to combat the likely future use of maintenance agreements which are for an
annual amount but which are designed mainly to cover the large maintenance activity
sometime during the coverage period.

Issue 9 (Built-in Overhaul Method)
It seems that my second option under Issue 8 is very close to what I understand the Builtin Overhaul Method to be. I suggested Repair Expense rather than Depreciation Expense
because, as the term implies, the activity involved is maintenance-like, that is, short-term,
planned, routine etc. That is different from what depreciation expense is about.
Consider the facts of Ingram Industries again. There is a difference between PMMA (at
$100,000) and an overhaul (at $600,000) and a difference in accounting would also be
appropriate. It is not likely that overhaul accounting would be appropriate for PMMA
activities.
Should it be capitalized? That depends on Issue 8. With the tugboat engines, it is
important to remember that each has only one engine. If a liability is recorded, don’t
capitalize the new expenditure because if you do, that makes it look like each tugboat has
more than one engine. On the other hand, if you credit Accumulated Depreciation, then
debit Accumulated Depreciation to bring the engine back to almost-new condition,
accounting-wise.
When you starting talking about overhauls, your wording on page 5, "In lieu of the builtin overhaul method ...,’’ is on target. In the ideal world your component accounting
approach is best. On day one you know what you paid for each component, you have
their useful lives, salvage value, and the way you go.
But we are not in an ideal world. There are cost-benefit considerations, lack of
information, lack of foresight. Seven years into the asset’s life Y goes out, not X. Y was
supposed to have lasted forever. Now what? For true overhauls (e.g., the $600,000) you
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are restoring utility to the asset, and so some of the cost should be capitalized. Yes, we
need room for on-site, professional judgment.

Issue 10 (Inventory Becomes PP&E)
I agree with your approach. It seems to me to be like buying a computer, auto, etc. from
yourself. So what others would have recorded as cost, the company will to.
Impairment testing may be complicated, but that is a FASB-121 problem and shouldn’t be
addressed here.
Yes, additional guidance would be helpful. You might look at FASB-115 as it provides
some examples and discussion about the intent-to-hold requirement for held-to-maturity
securities.

Issue 11 (Assets Produced for Operating Lease)
I disagree with the conclusion. I believe that the usual treatment for the product involved
should be used —if they are normally accounted for as inventory, use the inventory
model, if they are normally PP&E, use the PP&E model. A disclosure can provide
details, if important.
Isn’t it a shame we have to have two models? I stated indirectly at Issue 4 that I feel that
the inventory model is theoretically the soundest model. I accept the PP&E model
mainly to stop potential abuses. Accordingly, any time you can justify the use of the
inventory model, that is preferred.
I might note that FASB-115 is a good pronouncement, and perhaps the only one, to look
at to see how to bring different models/methods together. Using their fair value at
inception might be a good solution.

Issue 12 (Component Accounting Required)
I do not believe that component accounting should be required (see my comments at
Issue 9).
My recommendation would be to give companies two choices —composite accounting or
composite lives. As to composite lives, the SOP should clearly explain and illustrate the
notion of a composite useful life and show that the two approaches will give the same
results.
If a company elects the composite life approach, they should be required to have
evidence and adequate documentation to support the composite lives used.
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Issue 13 (At Disposal)
If composite accounting is used, your recommendation seems the only logical conclusion.
I would prefer that the net book value taken to income be labeled as something like
Gain/Loss on Disposals, rather than depreciation expense. In theory, most gains/losses
are mainly an adjustment of previous depreciation, but users are more familiar with the
Gain/Loss terminology and I would recommend staying with that.

Issue 14 (Approximating Conventions)
Because sampling, retail inventory methods, etc. are commonly allowed conventions in
other areas, it would seem inappropriate to not allow short-cuts here too.

Issue 15 (Agri-Business)
Not being an agri-business expert, I defer to such people.

Issue 16 (Transition Approaches)
This is how I understand the two choices. Under par. 71a, the company decides at
transition on what its components will be and calculates the cost and accumulated
depreciation for those components as illustrated in Example 3. After transition those
components are separately depreciated. As replacements occur in the future they must be
at the component-level in order to qualify for replacement accounting treatment;
replacements at lower than the component-level are repair expense. When replacement
accounting is appropriate, you use the transition-date revised balances for the component
(s) involved, brought forward, to make the removal entry. No Example is provided to
illustrate this in-service stage accounting.
Under par. 71b no change occurs to the accounts at transition. Depreciation is calculated
as before transition (i.e., using a composite rate). When a replacement subsequently
occurs, the company may (1) charge it to expense, or (2) determine the cost of the old
item, calculate the accumulated depreciation thereon using the composite rate, and
remove the old item from the books. Under (2), if the new item qualifies for
capitalization, it is deemed a new component and is accounted for separately thereafter; if
it doesn’t qualify for capitalization, it is repair expense. Example 1 and 2 illustrate par.
71b.
Transition issues are mainly arbitrary, including this. Your choices appear workable, and
companies have two options, which is better than one.
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I would argue that in the likely unusual event that a company has detail as to its
composite depreciation rate in its historical records, that that detail be allowed in
calculating the accumulated depreciation under par. 71b.

Issue 17 (Allocation Approaches at Transition)
The ordering seems correct —best to poor. The phrase, "allocation of original accounting
record," does not seem descriptive of what you are intending. Aren’t you intending to say
the relative values of the components at the date of acquisition?
The more examples the better! In my opinion, the use of square footage (par. 71a) would
not be representative is most cases.

Issue 18 (Restatement or Not)
As stated at Issue 16, transition issues are mainly arbitrary, including this. Yes, I agree
with this approach as prospectively means to me practicality. I certainly don’t believe
restatement of past amounts is warranted given the nature of the problems being
addressed.
As to the PMMA cost, your exception may be justified because these are really future
costs that the SOP wants accounted for in a certain way in the future. That is, you are
making a past vs. future distinction, which seems reasonable.

Issue 19 (Disposition of the $122,200)
I agree with the proposed approach. Using Example 3 as a basis for discussion, it seems
clear that this company likely had used a composite useful life since the 40-years used is
less than the 50-year shell life. Given information available 21-years later, it seems that
40-year was off the mark. We are simply making a change-of-estimate under APB-20.
A cumulative effect approach would imply a change in accounting principle, which the
Committee may or may not intend. A charge to depreciation expense would imply a
catch-up type of change in estimate approach, something the APB may never have
intended.

Paragraph 14 (Pronouncements Considered)
Wasn’t APB-29 considered?
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Paragraph 37 (Relocation Costs)
Can relocation costs be considered a component, so that when the relocation occurs the
old costs are removed and the new costs are capitalized?

Paragraph 58 (Dislosures)
Paragraph 58 seems to conflict with APB-12, par. 5.

Paragraph 59 and Page 60 (Disclosures)
The required disclosures are too much. We don't live in a textbook world; disclosure of
this magnitude would be so expensive to develop and maintain.

Paragraph 65 (Health Care Organizations)
While far beyond a Health Care Organization expert, it's hard to see how a "contract”
would come under this SOP. In Example 5 you are careful to point out that the paint is "a
tangible portion of PP&E," yet here you are including something that is far way from
tangible.

Paragraph 68 (Environmental Contamination)
Am I correct to say that all environmental contamination costs should be viewed as
removal costs (under par. 39) or maintenance activities (under par. 21), which in either
case means expensing as incurred? There are so many trees that it's hard to see the forest.
The Tax Adviser, June 2001, p. 378, presents an interesting case - the remediation
expenditures have to do with purchased contaminated property where the buyer had no
knowledge of the contamination at the time of purchase. What would the SOP call for?
An Example for this would be particularly useful given the volume of questions to the
EITF, IRS and every other rule maker.

Example 3
I would suggest that Step 3 be simplified by making the Allocated Accumulated
Depreciation (Step3) equal to the Gross Book Value (Step 1) minus Allocated Net Book
Value (Step 2). For example, for the Roof, $200,000 - $80,782 = $119,218.
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Similarly, I believe that it would be easier for people to understand if you simply
indicated that you want to allocate the existing $475,000 Net Book Value in the same
proportions as the Pro forma Net Book Value. For example, for the Roof, $475,000 x
$60,0001 $352,800, or $80,782. All of the emphasis on the $122,200 difference only
complicated the concept for me.

Example 5
Is there an inconsistency here, or need for rewording? In the second paragraph you say,
"... the costs of subsequent painting should be capitalized ... No additional charge to
depreciation expense would be required because the old paint was fully depreciated.”
Both of these comments make it sound like the company should remove the old from the
accounts (there will be no gain/loss) and capitalize the new. But in the third paragraph
you say, ”If the entity ... paragraph 50 of this SOP, it should capitalize the replacement
paint...." Then later in the third paragraph you say, ”If, however, in accordance with
paragraph 52 ... should be charged to expense in the period incurred." Are you trying to
say that the paint job is a capitalization-type cost, and whether the company actually
capitalizes will depend on its component-accounting decision?
I would suggest adding to the second (or third) paragraph wording that says that if the
new paint costs are capitalized, then the cost and accumulated depreciation of the old
paint job component should be removed from the accounts even though the component is
fully depreciated. That is, not removing these amounts will cause both the reported cost
and accumulated depreciated amounts to be overstated, even though the net book value
would be correctly stated.
In Example 5 you conclude that some will capitalize and some will expense; isn’t it funny
that in spite of all the time and money spent on this SOP, we're back to square one.
2. Diversity in accounting for those kinds of costs has been widely observed. Some
entities capitalize certain of those expenditures whereas others charge expenditures for
similar items to expense as incurred...

Example 6
The last sentence needs rewording. "The guidance ... is not affected" makes it sound like
the tail is wagging the dog.

Unlocated
Should there be, or is there, something about costs associated with PP&E held for sale?
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That's the best I can do in the time I have. I hope these comments will help you in your
deliberations and that the best-possible product results.

Yours truly,

(i-.
William H. Bennett
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C OOKSON
HILLS
ELECTRIC COOPERATIVE, INC.
1002 East Main • P.O. Box 539 • Stigler, OK 74462
We’ve got a lot more energy than just electricity.™

1-800-328-2368
Ph: 918-967-4614
Fax: 918-967-8910
http://www.cooksonhills.com

October 22,2002

Marc Simon
Technical Manager, Accounting Standards, File 4210.CC
American Institute o f Certified Public Accountants
1211 Avenue o f the Americas
New York, NY 10036-8775
Dear Mr. Simon:

Re: Proposed SOP - Accountingfo r Certain Costs and Activities Related to Property,
Plant and Equipment
Cookson Hills Electric Cooperative, Inc. would like to take this opportunity to respond to
the proposed Statement o f Position, Accounting fo r Certain Costs and Activities Related
to Property Plant and Equipment. The following comments and considerations reflect
the collective views o f the board o f directors and management o f the cooperative. We
also believe that these views extend to all cooperatives in general and other industries
where the construction o f property, plant and equipment represent the revenue generating
assets o f the business and the largest item on the balance sheet.
As a cooperative, we operate in an environment that is regulated and our mission is to
provide electricity to our members in the least expensive way possible. In order to
achieve this task, a cooperative must operate effectively and efficiently. In so doing,
cooperatives are required by their lenders to adhere to accounting principles generally
accepted in the United States o f America. Accordingly, certain provisions o f the
proposed SOP would significantly impair an electric cooperative’s ability to provide
electricity to its members at the lowest possible cost.
Electric cooperatives are extremely capital intensive. It is necessary for us to build
property and plant before we can generate revenue. Because o f this, debt leverage is a
requirement. Our lenders require that we maintain certain financial ratios and maintain
certain net margin requirements for us to comply with our debt covenants. The most
significant o f those are times interest earned and debt service cost ratios. Having to
comply with certain provisions o f the proposed SOP would cause defaults on these debt
covenants unless we implemented a substantial increase in the cost o f electricity to our
m em bers. E v en if our lenders revised the debt covenants, the proposed SOP would cause
significant volatility in net margins from year to year which would lead to inconsistent

Your Touchstone Energy* Partner

October 22,2002
Page 2
comparisons and would not enhance comparative financial statements and the decisions
made from their analysis.
Significant Issues
Requirement to utilize component accounting:
This requirement would create an extreme burden on the administrative, organizational
and record keeping function o f the cooperative resulting in increased rates.
Requiring the undepreciated cost o f utility plant retired and the cost to remove to be
charged to expense would cause significant volatility of net margins. Utility plant
continually must be retired, moved and/or rebuilt to facilitate improvements in public
infrastructure. The retirements and the associated cost of removal should be depreciated
along with the life of the utility plant in order to comply with the matching principle and
to be recaptured through rates associated with the life of the utility plant.
A change to component accounting would not provide any added utility to the users of
the financial statements of electric cooperatives.
Requirement to expense certain administrative, general and overhead costs
associated with property, plant and equipment:
The investment in utility property of an electric cooperative is capitalized in order for the
members o f the cooperative to finance the plant over the life o f that plant. This is
accomplished through the rate base, which includes both the depreciation and
maintenance of the utility plant. All costs associated with the construction of this
revenue-generating utility plant, whether direct costs or overhead costs, should be
capitalized and depreciated and thus recaptured through rates in order to comply with the
matching principle.
This provision of the proposed SOP would not provide any added utility to the users of
financial statement of electric cooperatives.
This proposed SOP will severely cripple our industry. The proposed SOP could not have
been written with the electric utility industry in mind. The electric utility industry must
be exempted from this SOP.
Sincerely,

Coweta Brown
Office Manager
A Touchstone Energy" Partner

C OOKSON
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October 22,2002

Marc Simon
Technical Manager, Accounting Standards, File 4210.CC
American Institute o f Certified Public Accountants
1211 Avenue o f the Americas
New York, NY 10036-8775
Dear Mr. Simon:

Re: Proposed SOP - Accountingfor Certain Costs and Activities Related to Property,
Plant and Equipment
Cookson Hills Electric Cooperative, Inc. would like to take this opportunity to respond to
the proposed Statement o f Position, Accounting fo r Certain Costs and Activities Related
to Property Plant and Equipment. The following comments and considerations reflect
the collective views o f the board o f directors and management o f the cooperative. We
also believe that these views extend to all cooperatives in general and other industries
where the construction o f property, plant and equipment represent the revenue generating
assets o f the business and the largest item on the balance sheet.
As a cooperative, we operate in an environment that is regulated and our mission is to
provide electricity to our members in the least expensive way possible. In order to
achieve this task, a cooperative must operate effectively and efficiently. In so doing,
cooperatives are required by their lenders to adhere to accounting principles generally
accepted in the United States o f America. Accordingly, certain provisions o f the
proposed SOP would significantly impair an electric cooperative’s ability to provide
electricity to its members at the lowest possible cost.
Electric cooperatives are extremely capital intensive. It is necessary for us to build
property and plant before we can generate revenue. Because o f this, debt leverage is a
requirement. Our lenders require that we maintain certain financial ratios and maintain
certain net margin requirements for us to comply with our debt covenants. The most
significant o f those are times interest earned and debt service cost ratios. Having to
comply with certain provisions o f the proposed SOP would cause defaults on these debt
covenants unless we implemented a substantial increase in the cost o f electricity to our
members. Even i f our lenders revised the debt covenants, the proposed SOP would cause
significant volatility in net margins from year to year which would lead to inconsistent

Your Touchstone Energy* Partner

October 22,2002
Page 2
comparisons and would not enhance comparative financial statements and the decisions
made from their analysis.
Significant Issues
Requirement to utilize component accounting:
This requirement would create an extreme burden on the administrative, organizational
and record keeping function o f the cooperative resulting in increased rates.
Requiring the undepreciated cost o f utility plant retired and the cost to remove to be
charged to expense would cause significant volatility of net margins. Utility plant
continually must be retired, moved and/or rebuilt to facilitate improvements in public
infrastructure. The retirements and the associated cost of removal should be depreciated
along with the life of the utility plant in order to comply with the matching principle and
to be recaptured through rates associated with the life of the utility plant.
A change to component accounting would not provide any added utility to the users of
the financial statements of electric cooperatives.
Requirement to expense certain administrative, general and overhead costs
associated with property, plant and equipment:
The investment in utility property of an electric cooperative is capitalized in order for the
members o f the cooperative to finance the plant over the life of that plant. This is
accomplished through the rate base, which includes both the depreciation and
maintenance of the utility plant. All costs associated with the construction of this
revenue-generating utility plant, whether direct costs or overhead costs, should be
capitalized and depreciated and thus recaptured through rates in order to comply with the
matching principle.
This provision o f the proposed SOP would not provide any added utility to the users of
financial statement of electric cooperatives.
This proposed SOP will severely cripple our industry. The proposed SOP could not have
been written with the electric utility industry in mind. The electric utility industry must
be exempted from this SOP.
Sincerely,

Teresa Shaw
Work Order Clerk
A Touchstone Energy* Partner
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October 22,2002

Marc Simon
Technical Manager, Accounting Standards, File 4210.CC
American Institute o f Certified Public Accountants
1211 Avenue o f the Americas
New York, NY 10036-8775
Dear Mr. Simon:

Re: Proposed SOP - Accountingfor Certain Costs and Activities Related to Property,
Plant and Equipment
Cookson Hills Electric Cooperative, Inc. would like to take this opportunity to respond to
the proposed Statement o f Position, Accounting fo r Certain Costs and Activities Related
to Property Plant and Equipment. The following comments and considerations reflect
the collective views o f the board o f directors and management o f the cooperative. We
also believe that these views extend to all cooperatives in general and other industries
where the construction of property, plant and equipment represent the revenue generating
assets o f the business and the largest item on the balance sheet.
As a cooperative, we operate in an environment that is regulated and our mission is to
provide electricity to our members in the least expensive way possible. In order to
achieve this task, a cooperative must operate effectively and efficiently. In so doing,
cooperatives are required by their lenders to adhere to accounting principles generally
accepted in the United States o f America. Accordingly, certain provisions o f the
proposed SOP would significantly impair an electric cooperative’s ability to provide
electricity to its members at the lowest possible cost.
Electric cooperatives are extremely capital intensive. It is necessary for us to build
property and plant before we can generate revenue. Because o f this, debt leverage is a
requirement. Our lenders require that we maintain certain financial ratios and maintain
certain net margin requirements for us to comply with our debt covenants. The most
significant o f those are times interest earned and debt service cost ratios. Having to
comply with certain provisions o f the proposed SOP would cause defaults on these debt
covenants unless we implemented a substantial increase in the cost o f electricity to our
members. Even if our lenders revised the debt covenants, the proposed SOP would cause
significant volatility in net margins from year to year which would lead to inconsistent

Your Touchstone Energy® Partner

October 22,2002
Page 2
comparisons and would not enhance comparative financial statements and the decisions
made from their analysis.
Significant Issues
Requirement to utilize component accounting:
This requirement would create an extreme burden on the administrative, organizational
and record keeping function o f the cooperative resulting in increased rates.
Requiring the undepreciated cost of utility plant retired and the cost to remove to be
charged to expense would cause significant volatility of net margins. Utility plant
continually must be retired, moved and/or rebuilt to facilitate improvements in public
infrastructure. The retirements and the associated cost of removal should be depreciated
along with the life of the utility plant in order to comply with the matching principle and
to be recaptured through rates associated with the life of the utility plant.
A change to component accounting would not provide any added utility to the users of
the financial statements o f electric cooperatives.
Requirement to expense certain administrative, general and overhead costs
associated with property, plant and equipment:
The investment in utility property of an electric cooperative is capitalized in order for the
members of the cooperative to finance the plant over the life o f that plant. This is
accomplished through the rate base, which includes both the depreciation and
maintenance of the utility plant. All costs associated with the construction of this
revenue-generating utility plant, whether direct costs or overhead costs, should be
capitalized and depreciated and thus recaptured through rates in order to comply with the
matching principle.
This provision of the proposed SOP would not provide any added utility to the users of
financial statement of electric cooperatives.
This proposed SOP will severely cripple our industry. The proposed SOP could not have
been written with the electric utility industry in mind. The electric utility industry must
be exempted from this SOP.
Sincerely,

Marsha Butler
Accountant
A Touchstone Energy34Partner

Osage Valley Electric
Cooperative Association
P.O. Box 151
Butler, Mo. 64730

660-679-3131
FAX: 660-679-3142

October 26, 2001
Mr. Marc Simon
Technical Manager
Accounting Standards, File 4210.CC
American Institute of Certified Public Accountants
1211 Avenue of the Americas
New York, New York 10036-8775
Dear Mr. Simon:
I am writing this letter of comment in objection to the AICPA’s Proposed Statement of Position
entitled “Accounting For Certain Costs and Activities Related to Property, Plant, and
Equipment”. I will limit my objection to four basic points. They are as follows:
1.

The required use of component accounting for PP&E.

2.

The required charge-off of un-depreciated cost against current period expense,
rather than deferring as under the group accounting method.

3.

The requirement that costs of removal for an item of PP&E be charged to expense
as incurred rather than written off over the plant’s life (as a component of the
depreciation rate), as is the current prevailing practice in the electric utility
industry.

4.

The requirement for the strict limitation of the types costs that could be capitalized
as a part of PP&E. In particular, administrative, general and overhead costs
including cost of support functions associated with PP&E, would have to be
expensed currently rather than capitalized to PP&E accounts, as is the prevailing
practice in the electric utility industry.

My objection will be limited to the far-reaching and incredible impact the proposed change will
have on the electric utility industry and more specifically, the impact on the rural electric
cooperatives of our country. I will also touch on the impact this change will have to every user of
electricity in the United States in the form of a significant increase in rates charged for electricity.

A Touchstone Energy® Cooperative

Osage Valley Electric Cooperative Association

1.

Required use of component accounting for PP&E.

In the electric utility industry, the required use of component accounting for PP&E would create
an undue burden of record keeping. It would force the industry to keep detailed records of many
hundreds of thousands of similar units, such as individual accounting for poles, insulators and
transformers. The usefulness of this information would be little and the cost/benefit of this project
would be negative. Group accounting works much better and has been in use for this industry for
decades. It approximates the component accounting depreciation expense and requires a fraction
of the record keeping needed for component accounting. The electric utility industry should be
excluded from the component accounting requirement.
2.

The required charge off of the un-depreciated cost against period expense, rather
than deferring as under the group accounting method.

Currently, under the group accounting method, these costs are not charged off. This method has
been in place, in the industry, for many decades. If an item of utility plant is removed, nearly all of
the time it is replaced with an upgraded item. Therefore, that remaining cost should stay on the
books as is allowed by group accounting. The electric utility industry should be excluded from
this rule.
3.

The requirement that costs of removal for an item of plant be charged to expense as
incurred rather than written off over the plant’s life (as a component of the
depreciation rate), as is the current prevailing accounting practice of the electric
utility industry.

Costs of removal cannot be charged to current period expense in the utility industry. The cost of
removal is part of upgrading an electric system. The old electric line or item of utility plant must
be removed before the new item can be put on the system. This is much like the demolition of a
building upon the purchase of land being capitalized as part of the land. As soon as the electric
company is aware the upgrade is needed, it is installed. Therefore, the cost of removal must be
capitalized. The electric utility industry should be excluded from this rule.
4.

The requirement for the strict limitation of what type of costs can be capitalized as
part of PP&E.

The proposed rule states a company cannot capitalize any costs as PP&E that are not directly
identifiable. This will preclude the capitalization of any indirect costs, indirect overhead, or
administration and general expenses.

A Touchstone Energy® P artner

Osage Valley Electric Cooperative Association

In electric utility companies, these costs are capitalized in association of the addition of utility
plant items (lines, insulators, transformers, switches, poles, etc.). Many people and support
functions are included in the costs associated with the installation of these plant items (supervisory
personnel, accounting professionals, attorneys, clerical staff, engineers, etc.). Their work is not
specifically identifiable with individual projects, but much, if not all of their time and
corresponding expenses are for the purpose of the addition of PP&E. Also, administrative and
general expenses are many times indirectly associated with PP&E and as such, a portion of those
costs are capitalized. Many utility companies construct over 1000 individual work orders that
have these costs included in them. Under the proposed rule, none of these costs could be
capitalized and would have to be charged against current year operations.
Obviously, this treatment will not work with electric utility companies. The only product that an
electric company has is the plant they construct. The product is then used to sell the service of
providing electricity for the end user. The costing formula for the addition of this plant is much
like what is seen in a cost accounting environment using full absorption costing.
The proposed SOP will destroy the fundamental concept of matching. Matching is made up of
two primary sub-categories. They are revenue recognition and expense recognition. Expense
recognition includes the decision as to whether a cost is a product cost or a period cost.
Obviously, all costs associated with an addition to PP&E have to be considered a product cost
and capitalized. This cost will then be recognized during the life span of the asset using the
rational allocation of that cost (depreciation). Under the proposed rule, matching would not be
followed, as these costs would be recognized in the year they are incurred. This would be
improper as the majority of the plant assets added have a life span of 35 years or more.
The electric industry is going through the most profound changes ever to be seen. The
implementation of deregulation of the industry is still in question all over our country. The debacle
seen in California has given the industry a black eye from which it will take years to recover. The
confidence level the average American citizen has in their electric company is at an all time low.
The results of this proposal will cripple the industry. In the wake of the problems of the past, this
change will have an astronomically negative effect. In light of the events of September 11, and the
corresponding downturn of our economy, a nationwide rate increase will compound the problem.
This is, of course, an unforeseen tragedy, but nonetheless should be considered in a change of this
magnitude.
Electric utility companies already have agencies with regulatory authority in an oversight mode.
The investor owned utilities are regulated by FERC and most of the rural electric cooperatives are
regulated by Rural Utilities Services. In addition, state regulatory commissions have at least some
level of authority over utility companies. They have deemed the accounting practices that are
currently in place to be fair and proper.
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Osage Valley Electric Cooperative Association

This proposal must be reevaluated on a cost/benefit basis, dropped altogether, or rewritten to
exclude the electric utility industry. The people of the United States of American can afford no
less nor do they deserve any less.

Jon McClure, General Manager
Osage Valley Electric Cooperative
dc
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New-Mac Electric Cooperative, Inc.
12105 Highway 86 East
P.O. Box 310
NEOSHO, MISSOURI 64850

TELEPHONE
(417) 451-1515

Your Touchstone Energy- Partner

Mr. Marc Simon
Technical Manager
Accounting Standards, File 4210.CC
American Institute of Certified Public Accountants
1211 Avenue of the Americas
New York, New York 10036-8775
October 24, 2001
Dear Mr. Simon:
I am writing this letter of comment in objection to the AICPA’s Proposed Statement of
Position entitled “Accounting For Certain Costs and Activities Related to Property, Plant,
and Equipment”. I will limit my objection to four basic points. They are as follows:
1.

The required use of component accounting for PP&E.

2.

The required charge-off of un-depreciated cost against current period expense,
rather than deferring as under the group accounting method.

3.

The requirement that costs of removal for an item of PP&E be charged to
expense as incurred rather than written off over the plant’s life (as a
component of the depreciation rate), as is the current prevailing practice in the
electric utility industry.

4.

The requirement for the strict limitation of the types costs that could be
capitalized as a part of PP&E. In particular, administrative, general and
overhead costs including cost of support functions associated with PP&E
would have to be expensed currently rather than capitalized to PP&E
accounts, as is the prevailing practice in the electric utility industry.

My objection will be limited to the far-reaching and incredible impact the proposed
change will have on the electric utility industry and more specifically, the impact on the
rural electric cooperatives of our country. I will also touch on the impact this change will
have to every user of electricity in the United States in the form of a significant increase
in rates charged for electricity.

1. Required use of component accounting for PP&E.

1.

Required use of component accounting for PP&E.

In the electric utility industry, the required use of component accounting for PP&E would
create an undue burden of record keeping. It would force the industry to keep detailed
records of many hundreds of thousands of similar units, such as individual accounting for
poles, insulator and transformers. The usefulness of this information would be little and
the cost/benefit of this project would be negative. Group accounting works much better
and has been in use for this industry for decades. It approximates the component
accounting depreciation expense and requires a fraction of the record keeping needed for
component accounting. The electric utility industry should be excluded from the
component accounting requirement.
2. The required charge off of the un-depreciated cost against period expense,
rather than deferring as under the group accounting method.
Currently, under the group accounting method, these costs are not charged off. This
method has been in place, in the industry, for many decades. If an item of utility plant is
removed, nearly all of the time it is replaced with an upgraded item. Therefore, that
remaining cost should stay on the books as is allowed by group accounting. The electric
utility industry should be excluded from this rule.
3. The requirement that costs of removal for an item of plant be charged to
expense as incurred rather than written off over the plant’s life (as a
component of the depreciation rate), as is the current prevailing accounting
practice of the electric utility industry.
Costs of removal cannot be charged to current period expense in the utility industry. The
cost of removal is part of upgrading an electric system. The old electric line or item of
utility plant must be removed before the new item can be put on the system. This is
much like the demolition of a building upon the purchase of land being capitalized as part
of the land. As soon as the electric company is aware the upgrade is needed, it is
installed. Therefore, the cost of removal must be capitalized. The electric utility industry
should be excluded from this rule.
4.

The requirement for the strict limitation of what type of costs can be
capitalized as part of PP&E.

The proposed rule states a company cannot capitalize any costs as PP&E that are not
directly identifiable. This will preclude the capitalization of any indirect costs, indirect
overhead, or administration and general expenses.
In electric utility companies, these costs are capitalized in association of the addition of
utility plant items, (lines, insulators, transformers, switches, poles, etc.) Many people
and support functions are included in the costs associated with the installation of these

plant items, (supervisory personnel, accounting professionals, attorneys, clerical staff,
engineers, etc.) Their work is not specifically identifiable with individual projects, but
much, if not all of their time and corresponding expenses are for the purpose of the
addition of PP&E. Also, administrative and general expenses are many times indirectly
associated with PP&E and as such, a portion of those costs are capitalized. Many utility
companies construct over 1000 individual work orders that have these costs included in
them. Under the proposed rule, none of these costs could be capitalized and would have
to be charged against current year operations.
Obviously, this treatment will not work with electric utility companies. The only product
that an electric company has is the plant they construct. The product is then used to sell
the service of providing electricity for the end user. The costing formula for the addition
of this plant is much like what is seen in a cost accounting environment using full
absorption costing.
This proposed SOP will destroy the fundamental concept of matching. Matching is made
up of two primary sub-categories. They are revenue recognition and expense recognition.
Expense recognition includes the decision as to whether a cost is a product cost or a
period cost. Obviously, all costs associated with an addition to PP&E have to be
considered a product cost and capitalized. This cost will then be recognized during the
life span of the asset using the rational allocation of that cost, (depreciation) Under the
proposed rule, matching would not be followed, as these costs would be recognized in the
year they are incurred. This would be improper as the majority of the plant assets added
have a life span of 35 years or more.
I have been a member of the AICPA for approximately ten years. I would have to admit,
to my peers, that I am embarrassed by the short sightedness the Institute has shown in the
drafting of this proposal. I can see the proposal would be good at standardizing the
PP&E costs in a more traditional business, such as manufacturing, retail, etc., but it will
not work in the electric utility industry. The sad fact of this rule if implemented, is that
our net margins (income) will be greatly diminished. We will not be able to meet our
loan covenants regarding T.I.E.R. and D.S.C., etc. We will have no choice but to
increase our rates in order to survive. These rate increases will occur all over the country
and will affect all electric users.
The electric industry is going through the most profound changes ever to be seen. The
implementation of deregulation of the industry is still in question all over our country.
The debacle seen in California has given the industry a black eye from which it will take
years to recover. The confidence level the average American citizen has in their electric
company is at an all time low. The results of this proposal will cripple the industry. In
the wake of the problems of the past, this change will have an astronomically negative
effect. In light of the events of September 11, and the corresponding downturn of our
economy, a nationwide rate increase will compound the problem. This is, of course, an
unforeseen tragedy, but nonetheless should be considered in a change of this magnitude.

Electric utility companies already have agencies with regulatory authority in an oversight
mode. The investor owned utilities are regulated by FERC and most of the rural electric
cooperatives are regulated by Rural Utilities Services. In addition, state regulatory
commissions have at least some level of authority over utility companies. They have
deemed the accounting practices that are currently in place to be fair and proper.
This proposal must be reevaluated on a cost/benefit basis, dropped altogether, or
rewritten to exclude the electric utility industry. The people of the United States of
America can afford no less nor do they deserve any less.

Sincerely,
New-Mac Electric Cooperative, Inc.

Glenn M. McCumber, C.P.A.
Chief Executive Officer
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W est R iver Electric
Association, Inc.
Your Touchstone Energy* Partner

PO Box 412
Exit 109 & 1-90
Wall, SD 57790-0412
Telephone: (605) 279-2135
Toll Free: 1-888-279-2135

PO Box 3486
3250 E. Hwy. 44
Rapid City, SD 57709-3486
Telephone: (605) 393-1500
Toll Free: 1-888-393-1500

October 23, 2001

Mr. Marc Simon
Technical Manager - Accounting Standards
File 4210.CC
American Institute of Certified Public Accountants
1211 Avenue of the Americas
New York, NY 10036-8775
RE: Exposure Draft - Proposed Statement of Position, “Accounting for Certain
Costs and Activities Related to Property, Plant, and Equipment”

Dear Mr. Simon:
West River Electric Association, Inc. (WREA) is a non-profit rural electric
cooperative with 11,000 meters located in Western South Dakota. We are the
second largest cooperative in South Dakota. We serve a large square mile area
of rural farm and ranch consumers; a large base of low to middle income urban
residential consumers; and many commercial consumers in and around the
Black Hills of South Dakota.
We felt the need to issue comments on the proposed SOP. The proposed SOP
would greatly affect us financially, which we feel would ultimately raise rates to
our consumers. In general the PP&E accounting proposal raises significant rate
making, operational, and accounting concerns for West River Electric along with
all other rural electric cooperatives nationwide. WREA is regulated by the USDA
Rural Utilities Service (RUS) whom is also our main lender. RUS requires that we
follow their accounting guidelines as spelled out in the RUS Uniform System of
Accounts (UsoA) as well as GAAP rules. Many RUS accounting standards were
developed from Federal Energy Regulatory Commission (FERC) accounting
rules.
The majority of electric utilities assets are in plant used to transmit electricity to
the ultimate consumer. As a background, West River’s net plant to total assets
is 78.5%. We operate on a very slim margin with rates set so that we can recover
just enough in margins to keep up with current growth. As a non-profit

www.westriver.com
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cooperative any excess revenues over expenses (margins) are allocated back to
our current members to be paid back at some later time. RUS requires our
margins to meet certain debt covenant ratios within our mortgage. Our revenue
for 2000 was $12.4 million with our major expense, the cost of power, at $5.1
million. After all operating costs were deducted, our net operating margins for
2000 were only $138,000 and for 1999 these operating margins showed a loss
of $87,000.
The UsoA requirements, consistent with group depreciation accounting
convention, prescribes that gains and losses on normal dispositions of mass
assets be closed to the accumulated depreciation account, under the theory that
over time gains and losses will net out. The PP&E accounting proposal would
require that gains and losses be reflected in results of operations in the current
accounting period. Implementation of this provision would result in earnings
being volatile as gains and losses on plant dispositions are reflected in the
current results of operations. Our rates would have to be adjusted upward to
provide for increased volatility of earnings. Current ratepayers would be forced to
pay for those current losses or gains instead of the consumers who actually used
the plant. In most electric plant retirements, most of the retired plant has no
salvage value, as it cannot be reused for anything due to safety concerns
inherent with electricity.
The UsoA requirements generally recognize the cost of removal of a plant asset
over the useful life of that asset as a component of the depreciation rate. The
PP&E accounting proposal would require that cost of removal be reflected in the
results of operations in the accounting period in which such costs were incurred.
Implementation of this provision would result again in increased earnings
volatility. From the standpoint of ratemaking fairness, failure to recognize cost of
removal over the asset’s life would inequitably shift the burden of collection of
these costs from consumers using the plant assets to consumers connected
during the retirement of the plant asset. For the years 1999 and 2000, the cost of
removal of our retired assets was $162,000 and $73,560 respectively. Again,
one can see the great financial burden this would have placed on our current
consumers.
The UsoA requirements specify capitalization of overheads in support of
construction projects and permit capitalization of an appropriate portion of
administrative and general (A&G) costs. In addition, those requirements specify
capitalization of preliminary investigation and survey charges (PS&I). The PP&E
accounting proposal would prohibit capitalization of overheads, PS&I charges,
and A&G costs. Along with the volatile earnings previously mentioned, failure to
capitalize these costs would again inequitably shift the burden of collection of
these costs from consumers using the plant asset over its useful life to
consumers during the construction of the plant asset. As new plant items are
contemplated, we capitalize many of these project costs so that future rate
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paying consumers will pay for the plant as they use it instead of making current
ratepayers responsible for the costs.
The UsoA requirements prescribe use of the group and/or composite method of
depreciation for plant assets. The PP&E accounting proposal would require use
of depreciation accounting by each component. The SOP generally prohibits the
use of a group or composite method of depreciation, unless it can be shown by
the entity that the asset balances and operating results under the group or
composite method are not materially different from those obtained under the
component method. Implementation of this proposal would require
administrative reorganization to comply with the provisions. It would also require
installation of expensive accounting systems or large expansion of current
software. Many hours of labor would also be expended to determine how each
item of plant would be broken down into components along with determining the
expected useful life of these individual components.
The provisions of this SOP would not only affect us directly but also indirectly.
Our major electricity supplier is Basin Electric Power Cooperative of Bismarck,
ND. Most of these same provisions apply to them only on a much larger scale.
They operate multi million dollar power plants that need constant upgrades to
produce efficient and inexpensive power. The costs to implement these
provisions for them would only trickle down to West River Electric through higher
power costs and ultimately to West River’s consumers.
I also believe that if many of these provisions relating to accounting for losses,
gains, and cost of removal of plant were implemented that many cooperatives
and electric utilities would take a second look at upgrading plant. Residential
and commercial consumers now are demanding a reliable power supply. If there
will be a great current period cost to upgrade and retire plant, many cooperatives
will be hesitant to upgrade because the cost of removal and losses will be too
great to account for them in current periods. Prudent business practices would
require that a deprecation study be completed on a regular basis to account for
these gains, losses, and costs to remove anyway. These periodic studies would
take into account the gains, losses, and costs of removal and keep depreciation
rates at a level needed to account for these costs.
I appreciate your taking time to review our comments on the proposed PP&E
accounting proposal. If you have any further questions, please contact me.
Sincerely,

Benton
R
E
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October 19, 2001
Marc Simon, Technical Manager, Accounting Standards, File 4210.CC
American Institute of Certified Public Accountants
1211 Avenue of the Americas
New York, NY 10036-8775
Dear Mr. Simon:
Subject: Proposed Rule - Accounting for Certain Costs and Activities Related to Property, Plant,
and Equipment

I am the Manager of Benton Rural Electric Association located in Prosser Washington. We provide retail
electric service to some 12,000 accounts, primarily located in rural areas in Benton and Yakima Counties.
As a not-for-profit cooperative, we allocate all revenues that are in excess of operating costs to our
member/owners on an annual bases. Our utility follows the Rural Utility System (RUS-Department of
Agriculture)-Unified System of Accounts and Accrual Accounting Standards. Since the aforementioned
proposed rule would have significant impact on our current accounting processes, I am compelled to
comment on the Proposed Rule.
There is no question that this proposal will result in additional accounting and overhead that will translate
to increased costs to our members. Obviously, as a not-for-profit business, we are constantly scrutinizing
our business practices from a cost-benefit standpoint. We are careful not to incur incremental costs unless
there is a definite and measurable direct benefit to our membership. Our evaluation of the Proposed Rule
indicates that there will be increased accounting costs, but we can find no offsetting financial or operational
benefit that will result for our members. To the contrary, we believe that this proposal is extremely
cumbersome, will drive extensive upgrades to computer systems, and will create a transition cost
associated with moving from the current accounting system to the proposed component accounting system
that will be intolerable.
In fact, we are gravely concerned that the proposal will result in unjustifiable and unfair charges being
passed on to members who happen to be on the system when electric system plant is being built or retired.
There is also the concern about changes in utility plant, as recorded under the Proposed Rule, causing costs
to be unfairly accounted for by shifting them from the responsibility of future membership—--who will
benefit from the investment—to current membership simply because of when the transaction is accounted
for, rather than based upon its useful life.
This change will also increase the actual cost (direct costs) associated with the construction of electrical
plant simply due to the additional the time that will be spent to record the costs into the appropriate plant
components. Rather than seeing a decrease in capitalized dollars, which I think is the intent of the
proposal, there would actually be an increase in capitalized dollars. These are real incremental dollars and
will result in an additional expense as compared to the current system.

Marc Simon
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Since this proposal doesn’t result in a positive cost benefit ratio and doesn’t appear to make any financial
sense, one might argue that it may somehow make financial reporting slightly more accurate. However,
this is simply not the case. We have over 65 years of imbedded accounting that reflects current practices.
To suggest such a radical change in process, at this point, can only add confusion and an insignificant
decimal place to a system that has worked well, and is proven to be fair in accounting for costs for many
years.
Taking all of this into account, we are at a loss to identify who benefits from the additional costs of the
process? We know that ultimately the consumers, our members, will pay more for something that will
have no benefit to them. Is there a particular type of situation that we are attempting to correct? Since the
recorded accumulated depreciation—over a defined period of time—will ultimately result in the same net
income, where is the problem or advantage or needed corrective action? In other words, what are we
looking for here! Is the current method, after all of these years, somehow defective! What are we
attempting to fix?
I adamantly believe that this proposed rule does not offer any additional benefit or value to our member
consumers beyond that which the current accounting process delivers. It troubles me that this issue has
arisen again, despite that fact that we previously had the same type of discussions concerning the proposed
vintage accounting that surfaced only a few years ago.
The Northwest is currently suffering from unstable energy markets and rate shock from the events of the
past year, which were caused in part by the failed deregulation of the utility industry in California. This
dilemma has been further compounded by the drought that is creating energy shortages in the Northwest.
In response to the upward rate pressure, the Association has completed a Cost of Service Analysis (COSA),
which is based upon current accounting practices as well as the current number of personnel in the
accounting staff. This COSA has resulted in a 32% retail rate increase to our members. As you can
imagine, we are not at all interested in increasing our rates to our members again, nor changing any of the
recently announced increases to accommodate cost shifts anticipated as a result of the Proposed
Accounting Rule.
The Benton Rural Electric Association is adamantly opposed to this change!

October 26,2001

AVEC
ALASKAVILLAGEELECTRIC COOPERATIVE, INC.

Mr. Marc Simon
Technical Manager, Accounting Standards
File 4210.CC
American Institute o f Certified Public Accounts
1211 Avenue o f the Americas
New York, NY 10036-8775
RE:

“Accounting for Certain Costs and Activities Related to Property, Plant, and Equipment

Dear Mr. Simon:
Alaska Village Electric Cooperative, Inc. is a member-owned electric utility serving rural
Alaskans by producing and distributing electricity. We have 6,900 consumers in 51 small
villages throughout Alaska. These communities are not on an existing road system and remain
isolated. All communities are independent o f each other. Our service areas are in a geographic
region encompassing hundreds o f thousands o f square miles. All travel, including sending repair
and construction crews and materials to each location, is via small aircraft charters or barge
services during the summer.
AVEC is responding to the PP&E Accounting Proposal on behalf o f our membership. The
Proposal raises significant ratemaking, operational, and accounting concerns for all electric
cooperatives, especially one as unique as AVEC. Electric utility rates are determined through
cost o f service studies that are based on defined cost elements contained in a Uniform System o f
Accounts, which electric utilities are legally required to follow, promulgated by the Federal
Energy Regulatory Commission (FERC), or in the case o f AVEC, the Rural Utilities Service
(RUS). The RUS Uniform System o f Accounts is substantially similar to that o f the FERC.
The majority o f electric utilities account for the effects o f rate regulation in accordance with
Statement #71, following specific guidance contained in the Uniform System o f Accounts.
General rate-making principles provide that a utility, with the approval o f its regulator, defer or
accelerate the rate recognition o f certain current-period costs in order to avoid spikes in the level
o f electricity rates. This proposal would likely adversely impact our consumer electric rates by
raising rates and producing rate fluctuations. Our residential consumers currently pay an average
o f 44 cents per kWh. This is over four times the average rate per kW h in the contiguous United
States.
If Alaska’s utility regulators do not concur with the accounting and ratemaking changes, we
would be placed in the hapless position o f maintaining two sets o f accounting records; one for
the regulatory agencies and a second set in accordance with GAAP for preparation o f external
financial statements. This would result in higher costs and significant confusion.
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The PP&E Accounting Proposal would prohibit capitalization of overhead costs, preliminary
survey and investigation costs (PS&I) and administrative and general (A&G) costs. This change
would have a significant impact on our earnings, as these costs would be expensed in the current
year. Failure to capitalize these costs would inequitably shift the burden of collection of these
costs from customers using the plant asset over its useful life to customers during the
construction of the plant asset.
Electric cooperative accounting requirements prescribe the use of group and/or composite
methods of depreciation for plant assets. AVEC operates 47 separate generating and distributing
facilities, providing power to 51 communities. These generating facilities consist of many
“tangible parts or portions o f {plant}” including 149 engines, generator sets, radiators, switch
gear, control panels with associated piping and cabling and over 577 fuel tanks. Separately
identifying each component as an asset and depreciating each one separately over its useful life
would indeed be a laborious, time consuming and expensive chore. There is significant doubt as
to whether that can even be accomplished with any accuracy, as some of these installations are
over 30 years old.
Group depreciation accounting generally prescribes that gains and losses on normal disposition
of assets be credited or charged to the accumulated depreciation account, under the theory that,
over time, gains and losses will net out. The proposed change would require that gains and
losses be reflected in the current accounting period. Again this provision would result in
increased earnings volatility.
The current recognized practice of accounting for the cost of removal of a plant asset is to
amortize it over the useful life of that asset, as a component of the depreciation rate. The
proposal would require that the cost of removal be reflected in the current period of operations.
This again would result in increased earnings volatility and would inequitably shift the burden of
collection of these costs from customers using the plant asset to customers during the retirement
of the plant asset.
AVEC feels very strongly that the proposed rule is burdensome, costly to implement and
contrary to the interests of our member-consumers. We respectfully request that the AICPA
AcSEC consider our views and the views o f other electric utilities before issuing the proposed
changes.
AVEC appreciates the opportunity to provide comments on the PP&E Accounting Proposal. We
may be reached at (907) 561-1818 if there is any further information that we can provide.
Sincerely yours,

Patricia L. Stephenson
Manager, Administrative Services
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October 26, 2001

Mr. Marc Simon
Technical Manager, Accounting Standards
File 4210.CC
American Institute of Certified Public Accountants
1211 Avenue of the Americas
New York, NY 10036-8775
Dear Mr. Simon:
SUBJECT: Exposure Draft - Proposed Statement of Position, “Accounting for
Certain Costs and Activities Related to Property, Plant and Equipment”
Northwest Iowa Power Cooperative (NIPCO) appreciates the opportunity to submit
written comments regarding the above-referenced Proposed Statement of Position
(PP&E Accounting Proposal) to the Accounting Standards Executive Committee
(AcSEC) of the American Institute of Certified Public Accountants (AICPA).
NIPCO is an electric cooperative in western Iowa providing electricity to approximately
29,000 consumers-owners in 13 counties. Since NIPCO operates within the capitalintensive electric utility industry, the PP&E Accounting Proposal would significantly
impact our accounting policies.
NIPCO is required to follow accounting requirements promulgated by the Rural Utilities
Service (RUS). The PP&E Accounting Proposal raises significant ratemaking,
operational, and accounting concerns for NIPCO. The most significant problem is the
accounting inconsistencies between this proposal and the RUS Uniform System of
Accounts and attendant RUS regulations and interpretations (collectively, Electric
Cooperative Accounting Requirements). The PP&E Accounting Proposal and the
attendant detrimental impacts to NIPCO include the following:
•

Electric Cooperative Accounting Requirements specify capitalization of overheads in
support of construction projects and permit capitalization of an appropriate portion of
administrative and general (A&G) costs. In addition, Electric Cooperative
Accounting Requirements specify capitalization of preliminary investigation and
survey (PS&I) charges. Paragraphs 29 and 30 of the exposure draft for the PP&E
Accounting Proposal would prohibit capitalization of overheads, PS&I charges, and
A&G costs.
Implementation of these provisions would result in the unfavorable outcome of
increased earnings volatility, as these overheads, PS&I charges, and A&G costs are
expensed, rather than capitalized. We estimate the impact of our financial
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statements for these items to be approximately $135,000 on an annual basis.
Furthermore, from the standpoint of ratemaking fairness, failure to capitalize these
costs would inequitably shift the burden of collection of these costs from customers
using the plant asset over its useful life to customers during the construction of the
plant asset.
•

Electric Cooperative Accounting Requirements prescribe use of the group method of
depreciation for plant assets. Paragraphs 49 through 51 of the exposure draft for
the PP&E Accounting Proposal would require use of depreciation accounting by
component, defined as “a tangible part or portion of plant that can be separately
identified as an asset and depreciated or amortized over its own separate expected
useful life.” The PP&E Accounting Proposal generally prohibits the use of a group
method of depreciation, unless it can be shown by the entity that the asset balances
and operating results under the group method is not materially different from that
obtained under the component method.
Implementation of this provision would require administrative reorganization to
comply with the data collection requirements, as well as installation of expensive
automated accounting systems. In addition, determination of material differences
between the component and group accounting methods would require record
keeping for both methods, adding significantly to plant record-keeping costs. The
estimated costs to upgrade automated systems and provide additional administrative
record keeping and data input is approximately $90,000 in one-time costs and
$100,000 on an annual basis, respectively.

•

Electric Cooperative Accounting Requirements, consistent with group depreciation
accounting convention, generally prescribe that gains and losses on normal
dispositions of mass assets be closed to the accumulated depreciation account,
under the theory that over time gains and losses will net out. Paragraph 38 of the
PP&E Accounting Proposal would require that gains and losses be reflected in
results of operations in the current accounting period.
Implementation of this provision would result in increased earnings volatility, as
gains and losses on plant disposition are reflected in the current results of
operations. Our electricity rates would likely have to be raised to provide for this
increased uncertainty of earnings.

•

Electric Cooperative Accounting Requirements generally recognize the cost of
removal of a plant asset over the useful life of that asset, as a component of the
depreciation rate. Paragraph 39 of the exposure draft for the PP&E Accounting
Proposal would require that cost of removal be reflected in the results of operations
in the accounting period in which such cost was incurred. Cost of removal incurred
over the past five years has averaged $56,000 per year.
Implementation of this provision would result in increased earnings volatility, as cost
of removal is reflected in a single accounting period. Furthermore, from the

standpoint of ratemaking fairness, failure to recognize cost of removal over the
asset’s life would inequitably shift the burden of collection of these costs from
customers using the plant asset to customers during the retirement of the plant
asset.
Each of the above accounting inconsistencies poses operational problems for NIPCO.
The detrimental impacts of each item should be carefully considered and weighed
against any identifiable benefits before the AICPA AcSEC implements the attendant
provision of the PP&E Accounting Proposal for electric utilities.
NIPCO appreciates the opportunity to provide comments on the PP&E Accounting
Proposal and respectfully urges the AICPA AcSEC to consider our views. If you have
any questions, please feel free to contact me at NIPCO at 712.546.4141.
Sincerely,
NORTHWEST IOWA POWER COOPERATIVE

Kent D. Pauling
Executive Vice President
and General Manager
cc: Dawn Vance - Iowa Association of Electric Cooperatives

October 26, 2001
Mr. Marc Simon
Technical Manager, Accounting Standards
File 4210.CC
American Institute of Certified Public Accountants
1211 Avenue of the Americas
New York, NY 10036-8775
Dear Mr. Simon:
SUBJECT: Exposure Draft - Proposed Statement of Position, “Accounting for
Certain Costs and Activities Related to Property, Plant and Equipment”
Northwest Iowa Power Cooperative (NIPCO) appreciates the opportunity to submit
written comments regarding the above-referenced Proposed Statement of Position
(PP&E Accounting Proposal) to the Accounting Standards Executive Committee
(AcSEC) of the American Institute of Certified Public Accountants (AICPA).
NIPCO is an electric cooperative in western Iowa providing electricity to approximately
29,000 consumers-owners in 13 counties. Since NIPCO operates within the capitalintensive electric utility industry, the PP&E Accounting Proposal would significantly
impact our accounting policies.
NIPCO is required to follow accounting requirements promulgated by the Rural Utilities
Service (RUS). The PP&E Accounting Proposal raises significant ratemaking,
operational, and accounting concerns for NIPCO. The most significant problem is the
accounting inconsistencies between this proposal and the RUS Uniform System of
Accounts and attendant RUS regulations and interpretations (collectively, Electric
Cooperative Accounting Requirements). The PP&E Accounting Proposal and the
attendant detrimental impacts to NIPCO include the following:
•

Electric Cooperative Accounting Requirements specify capitalization of overheads in
support of construction projects and permit capitalization of an appropriate portion of
administrative and general (A&G) costs. In addition, Electric Cooperative
Accounting Requirements specify capitalization of preliminary investigation and
survey (PS&I) charges. Paragraphs 29 and 30 of the exposure draft for the PP&E
Accounting Proposal would prohibit capitalization of overheads, PS&I charges, and
A&G costs.
Implementation of these provisions would result in the unfavorable outcome of
increased earnings volatility, as these overheads, PS&I charges, and A&G costs are
expensed, rather than capitalized. We estimate the impact of our financial

statements for these items to be approximately $135,000 on an annual basis.
Furthermore, from the standpoint of ratemaking fairness, failure to capitalize these
costs would inequitably shift the burden of collection of these costs from customers
using the plant asset over its useful life to customers during the construction of the
plant asset.
•

Electric Cooperative Accounting Requirements prescribe use of the group method of
depreciation for plant assets. Paragraphs 49 through 51 of the exposure draft for
the PP&E Accounting Proposal would require use of depreciation accounting by
component, defined as “a tangible part or portion of plant that can be separately
identified as an asset and depreciated or amortized over its own separate expected
useful life.” The PP&E Accounting Proposal generally prohibits the use of a group
method of depreciation, unless it can be shown by the entity that the asset balances
and operating results under the group method is not materially different from that
obtained under the component method.
Implementation of this provision would require administrative reorganization to
comply with the data collection requirements, as well as installation of expensive
automated accounting systems. In addition, determination of materia, differences
between the component and group accounting methods would require record
keeping for both methods, adding significantly to plant record-keeping costs. The
estimated costs to upgrade automated systems and provide additional administrative
record keeping and data input is approximately $90,000 in one-time costs and
$100,000 on an annual basis, respectively.

•

Electric Cooperative Accounting Requirements, consistent with group depreciation
accounting convention, generally prescribe that gains and losses on normal
dispositions of mass assets be closed to the accumulated depreciation account,
under the theory that over time gains and losses will net out. Paragraph 38 of the
PP&E Accounting Proposal would require that gains and losses be reflected in
results of operations in the current accounting period.
Implementation of this provision would result in increased earnings volatility, as
gains and losses on plant disposition are reflected in the current results of
operations. Our electricity rates would likely have to be raised to provide for this
increased uncertainty of earnings.

•

Electric Cooperative Accounting Requirements generally recognize the cost of
removal of a plant asset over the useful life of that asset, as a component of the
depreciation rate. Paragraph 39 of the exposure draft for the PP&E Accounting
Proposal would require that cost of removal be reflected in the results of operations
in the accounting period in which such cost was incurred. Cost of removal incurred
over the past five years has averaged $56,000 per year.
Implementation of this provision would result in increased earnings volatility, as cost
of removal is reflected in a single accounting period. Furthermore, from the

standpoint of ratemaking fairness, failure to recognize cost of removal over the
asset’s life would inequitably shift the burden of collection of these costs from
customers using the plant asset to customers during the retirement of the plant
asset.
Each of the above accounting inconsistencies poses operational problems for NIPCO.
The detrimental impacts of each item should be carefully considered and weighed
against any identifiable benefits before the AICPA AcSEC implements the attendant
provision of the PP&E Accounting Proposal for electric utilities.
NIPCO appreciates the opportunity to provide comments on the PP&E Accounting
Proposal and respectfully urges the AICPA AcSEC to consider our views. If you have
any questions, please feel free to contact me at NIPCO at 712.546.4141.
Sincerely,

Kathy A. Ruden
Plant Accountant
Northwest Iowa Power Cooperative
P.O. Box 240
Le Mars, IA 51031-0240
cc: Dawn Vance - Iowa Association of Electric Cooperatives

October 26, 2001

Mr. Marc Simon
Technical Manager, Accounting Standards
File 4210.CC
American Institute of Certified Public Accountants
1211 Avenue of the Americas
New York, NY 10036-8775
Dear Mr. Simon:
SUBJECT: Exposure Draft - Proposed Statement of Position, “Accounting for
Certain Costs and Activities Related to Property, Plant and Equipment”
Northwest Iowa Power Cooperative (NIPCO) appreciates the opportunity to submit
written comments regarding the above-referenced Proposed Statement of Position
(PP&E Accounting Proposal) to the Accounting Standards Executive Committee
(AcSEC) of the American Institute of Certified Public Accountants (AICPA).
NIPCO is an electric cooperative in western Iowa providing electricity to approximately
29,000 consumers-owners in 13 counties. Since NIPCO operates within the capitalintensive electric utility industry, the PP&E Accounting Proposal would significantly
impact our accounting policies.
NIPCO is required to follow accounting requirements promulgated by the Rural Utilities
Service (RUS). The PP&E Accounting Proposal raises significant ratemaking,
operational, and accounting concerns for NIPCO. The most significant problem is the
accounting inconsistencies between this proposal and the RUS Uniform System of
Accounts and attendant RUS regulations and interpretations (collectively, Electric
Cooperative Accounting Requirements). The PP&E Accounting Proposal and the
attendant detrimental impacts to NIPCO include the following:
•

Electric Cooperative Accounting Requirements specify capitalization of overheads in
support of construction projects and permit capitalization of an appropriate portion of
administrative and general (A&G) costs. In addition, Electric Cooperative
Accounting Requirements specify capitalization of preliminary investigation and
survey (PS&I) charges. Paragraphs 29 and 30 of the exposure draft for the PP&E
Accounting Proposal would prohibit capitalization of overheads, PS&I charges, and
A&G costs.
Implementation of these provisions would result in the unfavorable outcome of
increased earnings volatility, as these overheads, PS&I charges, and A&G costs are
expensed, rather than capitalized. We estimate the impact of our financial

statements for these items to be approximately $135,000 on an annual basis.
Furthermore, from the standpoint of ratemaking fairness, failure to capitalize these
costs would inequitably shift the burden of collection of these costs from customers
using the plant asset over its useful life to customers during the construction of the
plant asset.
•

Electric Cooperative Accounting Requirements prescribe use of the group method of
depreciation for plant assets. Paragraphs 49 through 51 of the exposure draft for
the PP&E Accounting Proposal would require use of depreciation accounting by
component, defined as “a tangible part or portion of plant that can be separately
identified as an asset and depreciated or amortized over its own separate expected
useful life.” The PP&E Accounting Proposal generally prohibits the use of a group
method of depreciation, unless it can be shown by the entity that the asset balances
and operating results under the group method is not materially different from that
obtained under the component method.
Implementation of this provision would require administrative reorganization to
comply with the data collection requirements, as well as installation of expensive
automated accounting systems. In addition, determination of material differences
between the component and group accounting methods would require record
keeping for both methods, adding significantly to plant record-keeping costs. The
estimated costs to upgrade automated systems and provide additional administrative
record keeping and data input is approximately $90,000 in one-time costs and
$100,000 on an annual basis, respectively.

•

Electric Cooperative Accounting Requirements, consistent with group depreciation
accounting convention, generally prescribe that gains and losses on normal
dispositions of mass assets be closed to the accumulated depreciation account,
under the theory that over time gains and losses will net out. Paragraph 38 of the
PP&E Accounting Proposal would require that gains and losses be reflected in
results of operations in the current accounting period.
Implementation of this provision would result in increased earnings volatility, as
gains and losses on plant disposition are reflected in the current results of
operations. Our electricity rates would likely have to be raised to provide for this
increased uncertainty of earnings.

•

Electric Cooperative Accounting Requirements generally recognize the cost of
removal of a plant asset over the useful life of that asset, as a component of the
depreciation rate. Paragraph 39 of the exposure draft for the PP&E Accounting
Proposal would require that cost of removal be reflected in the results of operations
in the accounting period in which such cost was incurred. Cost of removal incurred
over the past five years has averaged $56,000 per year.
Implementation of this provision would result in increased earnings volatility, as cost
of removal is reflected in a single accounting period. Furthermore, from the

standpoint of ratemaking fairness, failure to recognize cost of removal over the
asset’s life would inequitably shift the burden of collection of these costs from
customers using the plant asset to customers during the retirement of the plant
asset.
Each of the above accounting inconsistencies poses operational problems for NIPCO.
The detrimental impacts of each item should be carefully considered and weighed
against any identifiable benefits before the AICPA AcSEC implements the attendant
provision of the PP&E Accounting Proposal for electric utilities.
NIPCO appreciates the opportunity to provide comments on the PP&E Accounting
Proposal and respectfully urges the AICPA AcSEC to consider our views. If you have
any questions, please feel free to contact me at NIPCO at 712.546.4141.
Sincerely,

Rebecca J. Lauters
Human Resources Administrator
Northwest Iowa Power Cooperative
P.O. Box 240
Le Mars, IA 51031-0240
cc: Dawn Vance - Iowa Association of Electric Cooperatives

October 26, 2001

Mr. Marc Simon
Technical Manager, Accounting Standards
File 4210.CC
American Institute of Certified Public Accountants
1211 Avenue of the Americas
New York, NY 10036-8775
Dear Mr. Simon:
SUBJECT: Exposure Draft - Proposed Statement of Position, “Accounting for
Certain Costs and Activities Related to Property, Plant and Equipment”
Northwest Iowa Power Cooperative (NIPCO) appreciates the opportunity to submit
written comments regarding the above-referenced Proposed Statement of Position
(PP&E Accounting Proposal) to the Accounting Standards Executive Committee
(AcSEC) of the American Institute of Certified Public Accountants (AICPA).
NIPCO is an electric cooperative in western Iowa providing electricity to approximately
29,000 consumers-owners in 13 counties. Since NIPCO operates within the capitalintensive electric utility industry, the PP&E Accounting Proposal would significantly
impact our accounting policies.
NIPCO is required to follow accounting requirements promulgated by the Rural Utilities
Service (RUS). The PP&E Accounting Proposal raises significant ratemaking,
operational, and accounting concerns for NIPCO. The most significant problem is the
accounting inconsistencies between this proposal and the RUS Uniform System of
Accounts and attendant RUS regulations and interpretations (collectively, Electric
Cooperative Accounting Requirements). The PP&E Accounting Proposal and the
attendant detrimental impacts to NIPCO include the following:
•

Electric Cooperative Accounting Requirements specify capitalization of overheads in
support of construction projects and permit capitalization of an appropriate portion of
administrative and general (A&G) costs. In addition, Electric Cooperative
Accounting Requirements specify capitalization of preliminary investigation and
survey (PS&I) charges. Paragraphs 29 and 30 of the exposure draft for the PP&E
Accounting Proposal would prohibit capitalization of overheads, PS&I charges, and
A&G costs.
Implementation of these provisions would result in the unfavorable outcome of
increased earnings volatility, as these overheads, PS&I charges, and A&G costs are
expensed, rather than capitalized. We estimate the impact of our financial

statements for these items to be approximately $135,000 on an annual basis.
Furthermore, from the standpoint of ratemaking fairness, failure to capitalize these
costs would inequitably shift the burden of collection of these costs from customers
using the plant asset over its useful life to customers during the construction of the
plant asset.
•

Electric Cooperative Accounting Requirements prescribe use of the group method of
depreciation for plant assets. Paragraphs 49 through 51 of the exposure draft for
the PP&E Accounting Proposal would require use of depreciation accounting by
component, defined as “a tangible part or portion of plant that can be separately
identified as an asset and depreciated or amortized over its own separate expected
useful life.” The PP&E Accounting Proposal generally prohibits the use of a group
method of depreciation, unless it can be shown by the entity that the asset balances
and operating results under the group method is not materially different from that
obtained under the component method.
Implementation of this provision would require administrative reorganization to
comply with the data collection requirements, as well as installation of expensive
automated accounting systems. In addition, determination of material differences
between the component and group accounting methods would require record
keeping for both methods, adding significantly to plant record-keeping costs. The
estimated costs to upgrade automated systems and provide additional administrative
record keeping and data input is approximately $90,000 in one-time costs and
$100,000 on an annual basis, respectively.

•

Electric Cooperative Accounting Requirements, consistent with group depreciation
accounting convention, generally prescribe that gains and losses on normal
dispositions of mass assets be closed to the accumulated depreciation account,
under the theory that over time gains and losses will net out. Paragraph 38 of the
PP&E Accounting Proposal would require that gains and losses be reflected in
results of operations in the current accounting period.
Implementation of this provision would result in increased earnings volatility, as
gains and losses on plant disposition are reflected in the current results of
operations. Our electricity rates would likely have to be raised to provide for this
increased uncertainty of earnings.

•

Electric Cooperative Accounting Requirements generally recognize the cost of
removal of a plant asset over the useful life of that asset, as a component of the
depreciation rate. Paragraph 39 of the exposure draft for the PP&E Accounting
Proposal would require that cost of removal be reflected in the results of operations
in the accounting period in which such cost was incurred. Cost of removal incurred
over the past five years has averaged $56,000 per year.
Implementation of this provision would result in increased earnings volatility, as cost
of removal is reflected in a single accounting period. Furthermore, from the

standpoint of ratemaking fairness, failure to recognize cost of removal over the
asset’s life would inequitably shift the burden of collection of these costs from
customers using the plant asset to customers during the retirement of the plant
asset.
Each of the above accounting inconsistencies poses operational problems for NIPCO.
The detrimental impacts of each item should be carefully considered and weighed
against any identifiable benefits before the AICPA AcSEC implements the attendant
provision of the PP&E Accounting Proposal for electric utilities.
NIPCO appreciates the opportunity to provide comments on the PP&E Accounting
Proposal and respectfully urges the AICPA AcSEC to consider our views. If you have
any questions, please feel free to contact me at NIPCO at 712.546.4141.
Sincerely,

Matthew R. Washburn, CPA
Chief Financial Officer
Northwest Iowa Power Cooperative
P.O. Box 240
Le Mars, IA 51031-0240
cc: Dawn Vance - Iowa Association of Electric Cooperatives

October 26, 2001

Mr. Marc Simon
Technical Manager, Accounting Standards
File 4210.CC
American Institute of Certified Public Accountants
1211 Avenue of the Americas
New York, NY 10036-8775
Dear Mr. Simon:
SUBJECT: Exposure Draft - Proposed Statement of Position, “Accounting for
Certain Costs and Activities Related to Property, Plant and Equipment”
Northwest Iowa Power Cooperative (NIPCO) appreciates the opportunity to submit
written comments regarding the above-referenced Proposed Statement of Position
(PP&E Accounting Proposal) to the Accounting Standards Executive Committee
(AcSEC) of the American Institute of Certified Public Accountants (AICPA).
NIPCO is an electric cooperative in western Iowa providing electricity to approximately
29,000 consumers-owners in 13 counties. Since NIPCO operates within the capitalintensive electric utility industry, the PP&E Accounting Proposal would significantly
impact our accounting policies.
NIPCO is required to follow accounting requirements promulgated by the Rural Utilities
Service (RUS). The PP&E Accounting Proposal raises significant ratemaking,
operational, and accounting concerns for NIPCO. The most significant problem is the
accounting inconsistencies between this proposal and the RUS Uniform System of
Accounts and attendant RUS regulations and interpretations (collectively, Electric
Cooperative Accounting Requirements). The PP&E Accounting Proposal and the
attendant detrimental impacts to NIPCO include the following:
•

Electric Cooperative Accounting Requirements specify capitalization of overheads in
support of construction projects and permit capitalization of an appropriate portion of
administrative and general (A&G) costs. In addition, Electric Cooperative
Accounting Requirements specify capitalization of preliminary investigation and
survey (PS&I) charges. Paragraphs 29 and 30 of the exposure draft for the PP&E
Accounting Proposal would prohibit capitalization of overheads, PS&I charges, and
A&G costs.
Implementation of these provisions would result in the unfavorable outcome of
increased earnings volatility, as these overheads, PS&I charges, and A&G costs are
expensed, rather than capitalized. We estimate the impact of our financial

statements for these items to be approximately $135,000 on an annual basis.
Furthermore, from the standpoint of ratemaking fairness, failure to capitalize these
costs would inequitably shift the burden of collection of these costs from customers
using the plant asset over its useful life to customers during the construction of the
plant asset.
•

Electric Cooperative Accounting Requirements prescribe use of the group method of
depreciation for plant assets. Paragraphs 49 through 51 of the exposure draft for
the PP&E Accounting Proposal would require use of depreciation accounting by
component, defined as “a tangible part or portion of plant that can be separately
identified as an asset and depreciated or amortized over its own separate expected
useful life.” The PP&E Accounting Proposal generally prohibits the use of a group
method of depreciation, unless it can be shown by the entity that the asset balances
and operating results under the group method is not materially different from that
obtained under the component method.
Implementation of this provision would require administrative reorganization to
comply with the data collection requirements, as well as installation of expensive
automated accounting systems. In addition, determination of material differences
between the component and group accounting methods would require record
keeping for both methods, adding significantly to plant record-keeping costs. The
estimated costs to upgrade automated systems and provide additional administrative
record keeping and data input is approximately $90,000 in one-time costs and
$100,000 on an annual basis, respectively.

•

Electric Cooperative Accounting Requirements, consistent with group depreciation
accounting convention, generally prescribe that gains and losses on normal
dispositions of mass assets be closed to the accumulated depreciation account,
under the theory that over time gains and losses will net out. Paragraph 38 of the
PP&E Accounting Proposal would require that gains and losses be reflected in
results of operations in the current accounting period.
Implementation of this provision would result in increased earnings volatility, as
gains and losses on plant disposition are reflected in the current results of
operations. Our electricity rates would likely have to be raised to provide for this
increased uncertainty of earnings.

•

Electric Cooperative Accounting Requirements generally recognize the cost of
removal of a plant asset over the useful life of that asset, as a component of the
depreciation rate. Paragraph 39 of the exposure draft for the PP&E Accounting
Proposal would require that cost of removal be reflected in the results of operations
in the accounting period in which such cost was incurred. Cost of removal incurred
over the past five years has averaged $56,000 per year.
Implementation of this provision would result in increased earnings volatility, as cost
of removal is reflected in a single accounting period. Furthermore, from the

standpoint of ratemaking fairness, failure to recognize cost of removal over the
asset’s life would inequitably shift the burden of collection of these costs from
customers using the plant asset to customers during the retirement of the plant
asset.
Each of the above accounting inconsistencies poses operational problems for NIPCO.
The detrimental impacts of each item should be carefully considered and weighed
against any identifiable benefits before the AICPA AcSEC implements the attendant
provision of the PP&E Accounting Proposal for electric utilities.
NIPCO appreciates the opportunity to provide comments on the PP&E Accounting
Proposal and respectfully urges the AICPA AcSEC to consider our views. If you have
any questions, please feel free to contact me at NIPCO at 712.546.4141.

Accounting Services Manager
Northwest Iowa Power Cooperative
P.O. Box 240
Le Mars, IA 51031-0240
cc: Dawn Vance - Iowa Association of Electric Cooperatives

MLEC
Meriwether Lewis Electric Cooperative
P. 0 . Box 240
114 N. Central Avenue
Centerville, TN 37033

November 1,2001

Mr. Marc Simon
Technical Manager, Accounting Standards
File 4210.CC
American Institute of Certified Public Accountants
1211 Avenue of the Americas
New York, NY 10036-8775

Reference:

Exposure Draft - Proposed Statement of Position, “Accounting for Certain
Costs and Activities Related to Property, Plant, and Equipment”

Dear Mr. Simon:
Meriwether Lewis Electric Cooperative (MLEC) is a rural electric distribution cooperative that provides
electric service to approximately 33,000 member-owners in a five-county area in the State of
Tennessee. The cooperative has operations and electric facilities in Hickman, Lewis, Perry,
Humphreys, and Houston Counties. MLEC is a member of the national trade organization called
National Rural Electric Cooperative Association (NRECA). Also, MLEC is a Rural Utilities Service (RUS)
borrower and derives its power supply from the Tennessee Valley Authority (TVA).
MLEC hereby respectively submits written comments regarding the above referenced Proposed
Statement of Position (PP&E Accounting Proposal) to the Accounting Standards Executive Committee
(AcSEC) of the American Institute of Certified Public Accountants (AICPA).
The electric distribution cooperative utility business is a capital-intensive, rate-based, member-owned,
and regulated industry. With that in mind, the PP&E Accounting Proposal would significantly impact the
operational and accounting policies of this organization and potentially cause harm to our memberowners through increased cost with little or no evidence of benefits derived from the accounting change.
Considerable discussion should take place with utility regulators, such as the Federal Energy
Regulatory Commission (FERC), RUS, and TVA before any standing practices are overturned by the
proposed accounting change.
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MLEC follows the Uniform System of Accounts of FERC and RUS and is regulated by TVA in its costof-service studies, accounting, and rate-making process. This Uniform System of Accounts for utilities
along with FASB #71 reflects best the rates required and the most consistent matching of revenues with
expenses and presents the fairest representation of financial position and results of operations to its
financial statement users, the member-owners and regulatory bodies.
MLEC believes that uniformity and standardization exists in its industry and any attempt to unite with
other dissimilar industries is not desirable due to increased costs and is not necessary. Implementation
of the PP&E Accounting Proposal by electric distribution systems raises specific concerns.
First, strictly limiting the types of costs that could be capitalized as part of PP&E would ultimately result
in rate volatility and inequitably shift the burden of collection of these costs from members using the
plant asset over its useful life to members during the construction of the plant asset. Second, requiring
component depreciation accounting instead of grouping similar assets together (group/composite
method of depreciation) in a large volume capital-intensive industry would require a great deal of time
and resources to comply with the data collection requirements. Automated plant accounting systems
would require major changes resulting in increased costs to the member-owners. Finally, requiring the
recognition of gains and losses on plant disposition and costs of removal to be reflected in the current
results of operations as incurred rather than written off over the plant’s life (as a component of the
depreciation rate) would result in increased earnings volatility and inequitably shift the burden of
collection of these costs from the members using the plant asset to members during the retirement of
the plant asset.
The above comments are concerns raised not only because of the impacts it would have on the
cooperative’s internal procedures and policies but the detrimental impact it would have on the electric
rates charged to our member-owners. Each item should be discussed with the appropriate utility entities
and a cost-benefit review carefully contemplated before moving forward with implementation of the
PP&E Accounting Proposal provisions for rural electric distribution cooperatives.
MLEC urges the AICPA AcSEC committee to consider its comments and views before making a final
recommendation, and we appreciate the opportunity presented for making such comments. If the
committee would like to discuss further, please contact me at 931-729-3558.

Sincerely,

Randy James, CPA
VP Administrative Services & CFO
Meriwether Lewis Electric Cooperative
P. O. Box 240
114 N. Central Avenue
Centerville, TN 37033

Marc Simon
1 1 /0 1 /2 0 0 1 0 3 :4 5 PM

To: agadkins@uss.com,
bdrake@kpmg.com,
cdaugherty@ dttus.com ,
james_ross@csx.com,
jbrant@ deloitte.com ,
leonard.gatti@ us.pwcglobal.com ,
lmayshak@ dttus.com,
msimon@aicpa.org,
richard.h.moseley@aexp.com,
rrendino@pgrt.com
cc: Sharon Macey/NY/AICPA@AICPA
Subject: PP&E comment letter #67

PP&E com m ent le tte r #67
-----Forwarded by Marc Simon/NY/AICPA on 11/01/01 03:4 8 PM
jharper@ucemc.com
1 1 /0 1 /0 1 0 3 :5 4 PM

To: msimon@aicpa.org
cc:
Subject: P P & E Ruling

Dear Marc,
We at Upper Cumberland EMC, along with all other Coops, agree that
this new ruling is the wrong thing to do. The time, effort and cost would
be tremendous to our company and is a tax we can't afford. I hope
everyone involved will do whatever is necessary to see that this proposal
does not come to pass. I assure you that all other electric Coops agree
with me.
Sincerely,
Jerry Harper
UCEMC

E a st C e n t r a l O k l a h o m a
E l e c t r ic C o o p e r a t iv e , I n c .
A Touchstone Energy" Partner

October 30, 2001

Mr. Marc Simon
Technical Manager
Accounting Standards, File 4210.CC
American Institute of Certified Public Accountants
1211 Avenue of the Americas
New York, NY 10036-8775
Dear Mr. Simon,
I am writing this letter to register my protest of the proposed “SOP-Accounting
for Certain Costs and Activities Related to Property, Plant and Equipment”.
I am the General Manager of a Rural Electric Cooperative and in my opinion this
proposal would be devastating to our organization.
I consider the requirement that we change to component accounting for PP&E, a
burden that would make our job impossible to perform. We have in our plant literally
thousands of record units that makes group accounting the only practical way, short of
converting all of our linemen to plant accountants.
The requirement that we charge costs of removal to expense would have a
dramatic effect on our margins, and would cause us to raise our rates at the wrong time,
for the wrong reason.
In closing, I ask that you exempt the electric utility industry from this SOP.
Sincerely,

Fred J. Smith
General Manager
FJS/dd

P.O. Box 1178 • Okmulgee, Oklahoma 74447-1178 • Phone (918) 756-0833

Iowa
Association
of Electric
Cooperatives
A Touchstone Energy” Partner

November 1, 2001
Mr. Marc Simon
Technical Manager, Accounting Standards
File 4210.CC
American Institute of Certified Public Accountants
1211 Avenue of the Americas
New York, NY 10036-8775
Re:

Exposure Draft - Proposed Statement of Position, “Accounting for Certain Costs and
Activities Related to Property, Plant, and Equipment”

Dear Mr. Simon:
The Iowa Association of Electric Cooperatives (IAEC) is the statewide association representing
approximately 50 rural electric systems providing electricity on a mutual, not-for-profit basis to
more than 190,000 consumer owners in Iowa. Of those systems, 7 are electric generation and
transmission cooperatives (G&Ts) which are owned by and serve 39 electric distribution systems
in our state and nearby states.
IAEC appreciates the opportunity to submit written comments regarding the above-referenced
Proposed Statement of Position (PP&E Accounting Proposal) to the Accounting Standards
Executive Committee (Ac SEC) of the American Institute of Certified Public Accountants
(AICPA). Since IAEC members operate within the capital-intensive electric utility industry, the
PP&E Accounting Proposal would significantly impact the accounting policies of substantially
all of the IAEC membership.
IAEC is responding to the PP&E Accounting Proposal on behalf of its membership with the
assistance of two committees at our national association. That group, the National Rural Electric
Cooperative Association worked with its Accounting & Depreciation Committee and an Ad Hoc
Distribution Systems’ Accounting & Depreciation Committee. These experts evaluated the
PP&E Accounting Proposal. In addition to this IAEC response, however, several IAEC
members are submitting individual written comments. Please consider these individual comment
also as you fashion any final rule on property, plant, and equipment accounting.
In general, the PP&E Accounting Proposal raises significant rate-making, operational, and
accounting concerns for electric cooperatives. IAEC understands that the AICPA AcSEC
developed the proposed accounting provisions with the idea that they would apply to certain
industries, not including utilities. The accounting provisions proposed may, in fact, be very
appropriate and beneficial to those initially targeted industries. For utilities, including electric
cooperatives, however, the accounting provisions as currently proposed are not appropriate or
8525 Douglas, Suite 48 • Des Moines, Iowa 50322-2992 • 515/276-5350 • 800/798-7037 • FAX 515/276-7946

well thought through. The PP&E Accounting Proposal should not be implemented for utilitytype enterprises, including electric cooperatives, unless and until significant workable changes
that give due consideration to the utility operating environment are included.
Comment: Any final plant accounting rule should not overturn long-standing electric
utility accounting and, by direct implication, rate-making practice without significant
consultation and input from utility regulators.
Much of the electric utility industry, including the overwhelming majority of electric
cooperatives, continues to establish rates for electricity based on a specific cost of service that
has been approved or established by the utility’s regulator. The cost elements in these cost-ofservice studies are based on defined cost elements contained in a Uniform System of Accounts,
which electric utilities are legally required to follow —promulgated by the Federal Energy
Regulatory Commission (FERC), or, in the case of most electric cooperatives, the Rural Utilities
Service (RUS). The RUS Uniform System of Accounts is substantially similar to that of the
FERC.
Consistent with cost-of-service rate-making practice (and the fact that other criteria for applying
Statement of Financial Accounting Standards #71 are met), the overwhelming majority of
electric cooperatives account for the effects of rate regulation in accordance with Statement #71,
following specific guidance contained in the Uniform System of Accounts. General rate-making
principles of electric utilities, including cooperatives, provide that a utility, with the approval of
its regulator, defer or accelerate the rate recognition of certain current-period costs in order to
avoid spikes in the level of electricity rates. In accordance with Statement #71, the deferred or
accelerated current period items are generally shown on the balance sheet as regulatory assets or
liabilities, and the income statement reflects the specific expenses that the recorded revenues
have been designed to recover. In other words, Statement #71 basically provides symmetry
between utility rate-making and accounting. IAEC believes that applying the concepts o f
Statement #71 and the Uniform System of Accounts - reflecting the result of rate-making
practice —results in the best possible matching of revenues with expenses and presents the
fairest representation of financial position and results of operations to financial statement users.
As discussed in the section that follows, however, the provisions of the PP&E Accounting
Proposal are inconsistent with general rate-making practices and the Uniform System of
Accounts in a number of ways. Given the symmetry between rate-making and accounting,
utilities implementing the PP&E Accounting Proposal would be forced to significantly alter not
only their accounting, but also, if utility regulators would concur, their rate-making practices with (as also discussed below) likely adverse impacts on electric rates. In discussions with RUS
and state and Federal utility commission staffs, there is no evidence that these utility accounting
and rate-making experts have been consulted by the AICPA AcSEC. IAEC is surprised and
dismayed that major changes in long-standing utility industry accounting practice that also
directly impact on rate-making practices would be proposed to be completely overturned without
significant consultation and input from experts at RUS and state and Federal utility commission
staffs.
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If utility regulators would not concur with the accounting and rate-making changes of a final rule
implementing the provisions of the PP&E Accounting Proposal, electric utilities, including
G&Ts and distribution cooperatives, would be placed in the hapless position of keeping two sets
of accounting records. First, utilities would be required to maintain a regulatory set of books
prepared in accordance with the Uniform System of Accounts on the basis of which they would
set their electric rates. Second, they would have to keep a set of books in accordance with
Generally Accepted Accounting Principles (GAAP) for preparation of external financial
statements. Such dual sets of accounting records would lead to great confusion among users, as
well as considerable unnecessary cost.
Comment: The PP&E Accounting Proposal would impact detrimentally on electric
cooperative operations and impose excessive costs. Any final plant accounting rule should
not overturn any accounting practice of the electric utility industry without strong evidence
that benefits of that accounting change outweigh its costs.
As previously mentioned, the provisions of the PP&E Accounting Proposal are inconsistent with
the Uniform System of Accounts and attendant RUS regulations and interpretations (collectively,
Electric Cooperative Accounting Requirements) in a number of ways. Furthermore,
implementation of these proposed provisions would detrimentally impact electric cooperatives.
The AICPA AcSEC has presented no specific evidence, nor is IAEC aware, of any abuse or of
any financial reporting concern of lenders or other financial statement users resulting from
application of Electric Cooperative Accounting Requirements.
Rather, the AICPA AcSEC provides two major purposes of this rulemaking in the
“BACKGROUND” section of the Exposure Draft: (1) to provide uniformity as to items
capitalized to plant accounts, and (2) to standardize depreciation accounting methodology among virtually all U.S. businesses. IAEC asserts that such uniformity and standardization
already exists within the electric utility industry. Furthermore, due to the unique regulated utility
operating environment, complete accounting uniformity between utility-type enterprises and
other types of businesses is not necessary or even desirable.
The most significant of the accounting inconsistencies raised by the PP&E Accounting Proposal
and the resulting detrimental impacts are itemized in the following table:
Accounting Proposal
1. Electric Cooperative Accounting
Requirements specify capitalization of
overheads in support of construction
projects and permit capitalization of an
appropriate portion of administrative
and general (A&G) costs. In addition,
Electric Cooperative Accounting
Requirements specify capitalization of
p r e lim in a r y in v e s tig a tio n a n d s u r v e y

(PS&I) charges. The PP&E
Accounting Proposal would prohibit

Impact on Electric Cooperatives
Implementation of this provision would
result in the unfavorable outcome of
increased earnings volatility, as these
overhead, PS&I charges, and A&G costs
are expensed, rather than capitalized.
Furthermore, from the standpoint of rate
making fairness, failure to capitalize these
costs would inequitably shift the burden o f
collection of these costs from customers
using the plant asset over its useful life to
customers during the construction of the
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capitalization of overheads, PS&I
charges, and A&G costs.
2. Electric Cooperative Accounting
Requirements prescribe use of the
group and/or composite method of
depreciation for plant assets. The
PP&E Accounting Proposal would
require use of depreciation accounting
by component, defined as “a tangible
part or portion of [plant] that can be
separately identified as an asset and
depreciated or amortized over its own
separate expected useful life”. The
PP&E Accounting Proposal generally
prohibits the use of a group or
composite method of depreciation,
unless it can be shown by the entity that
the asset balances and operating results
under the group or composite method
are not materially different from those
obtained under the component method.
3. Electric Cooperative Accounting
Requirements, consistent with group
depreciation accounting convention,
generally prescribe that gains and
losses on normal dispositions of mass
assets be closed to the accumulated
depreciation account, under the theory
that over time gains and losses will net
out. The PP&E Accounting Proposal
would require that gains and losses be
reflected in results of operations in the
current accounting period.
Accounting Proposal
4. Electric Cooperative Accounting
Requirements generally recognize the
cost of removal of a plant asset over the
useful life of that asset, as a component
of the depreciation rate. The PP&E
Accounting Proposal would require that
cost of removal be reflected in the
results of operations in the accounting
period in which such cost was incurred.

plant asset.
Implementation of this provision would
require administrative reorganization of
many G&Ts and distribution cooperatives
to comply with the data collection
requirements, as well as installation of
expensive automated accounting systems.
In addition, determination of material
differences between the component and
group accounting methods would require
record-keeping for both methods, adding
significantly to plant record-keeping costs.

Implementation of this provision would
result in increased earnings volatility, as
gains and losses on plant disposition are
reflected in the current results of
operations. Electricity rates could likely
require upward adjustment to provide for
the increased uncertainty of earnings.

Impact on Electric Cooperatives
Implementation of this provision would
result in increased earnings volatility, as
cost of removal is reflected in a single
accounting period. Furthermore, from the
standpoint of rate-making fairness, failure
to recognize cost of removal over the
asset’s life would inequitably shift the
burden of collection of these costs from
customers using the plant asset to
customers during the retirement of the
plant asset.
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5. Electric Cooperative Accounting
Requirements generally permit, with
RUS approval, deferral or advanced
accrual of major maintenance costs
associated with planned generation
plant outages. The PP&E Accounting
Proposal would require that cost
associated with major planned
maintenance be expensed as incurred.

Implementation of this provision would
result in increased earnings volatility for
G&Ts, as major maintenance cost is
recognized in results of operations in a
single accounting period. In the
alternative, to avoid earnings volatility,
major maintenance cost would have to be
reflected in utility rates in one year. The
high cost of such maintenance would cause
electric rates to spike in that year - an
undesirable result for electric consumers.

Each of the above five accounting inconsistencies poses operational problems for electric
cooperatives. The detrimental impacts of each item should be carefully considered and weighed
against any identifiable benefits before the AICPA AcSEC implements the attendant provision of
the PP&E Accounting Proposal for electric utilities.
If, after this careful cost-benefit review, the AICPA AcSEC nonetheless believes it should move
forward with implementation of the major provisions of the PP&E Accounting Proposal for
electric utilities, including electric cooperatives, IAEC respectfully requests that the certain
measures be included in the final rule. These measures would somewhat mitigate the ill effects
of the accounting rule for electric cooperatives. These mitigation measures are as follows:

Specific Recommendations to Mitigate Detrimental Effects of PP&E Accounting Proposal
1. The applicability of Statement #71 for affected enterprises should be explicitly
sanctioned in the final accounting rule.
Statement of Financial Accounting Standards #71 is never mentioned in the PP&E Accounting
Proposal. As a result, it is not clear if or how Statement #71 applies in relation to the PP&E
Accounting Proposal.
Explicitly sanctioning the applicability of Statement #71 could mitigate some of the detrimental
rate-making impacts of the PP&E Accounting Proposal - by allowing for financial statement
recognition of certain rate-making practices regarding plant cost recovery. Furthermore, a clear
explanation of how Statement #71 is to be applied, regarding, for example, the regulatory assets
and liabilities that are created when rate-making practice for plant accounting varies from GAAP
accounting would provide for consistent financial reporting among electric utilities.
Specifically, IAEC recommends that, in accordance with Statement #71, the following
differences be recognized on the balance sheet for financial reporting purposes between rate
making practice and the provisions of the PP&E Accounting Proposal:
■ Rate recovery of PS&I charges, A&G costs, and overheads associated with construction
projects over the useful life of the plant asset.
■ Use of group and/or composite depreciation accounting for rate-making purposes.
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■ Deferral of gains and losses associated with normal dispositions of mass assets for rate
making purposes.
■ Rate recognition of the cost of removal of a plant asset over the asset’s useful life.
■ Deferral or advanced accrual of major maintenance costs associated with planned generation
plant outages for rate-making purposes.
Again, in deciding how Statement #71 should be applied, IAEC urges the AICPA AcSEC to
consult RUS and utility regulatory commission staff. It is absolutely critical to electric
cooperatives that the relationships between regulatory accounting and GAAP accounting be clear
- with a goal to make the two as consistent with one another as possible. Since utility regulators
are responsible for regulatory accounting, commission staff consultation and input in this process
is critical. Certainly, from IAEC’s perspective, the more synchronized regulatory and GAAP
accounting, the better for electric cooperatives.
2. RUS should be authorized in the final accounting to make the determination for electric
cooperatives that the use of the group depreciation method approximates the
component method.
The PP&E Accounting Proposal provides in paragraph A48. that in order to use the group
depreciation method, the business entity must demonstrate that the “gross [plant balances],
accumulated depreciation, depreciation expense, and gains and losses on replacements or
disposals of [plant]” under the group depreciation method are not materially different from
results under the component method.
IAEC believes that the specified requirements to use group depreciation should be liberalized in
a number of ways. First, since gains and losses associated with normal retirements of mass
property are generally not currently recognized under the group depreciation method, it is hard to
imagine that accounting results for gains and losses would be not be materially different. IAEC,
therefore, recommends that the materiality proviso for gains and losses be stricken. Second,
instead of use of a standard of materiality between component and group depreciation, IAEC
recommends that it be demonstrated - by periodic depreciation studies - that use of depreciation
rates under the group method amortizes the cost of the subject plant assets over the useful lives
of those assets. This demonstration should thus provide adequate assurance that the gross plant
balances, accumulated depreciation, and depreciation expense under the group method being
used are providing for rational, systematic cost recovery of plant assets, substantially consistent
over the assets’ lives with the component method. Third, IAEC recommends that in addition to
the business entity, RUS or the applicable utility commission be authorized in the final
accounting rule to demonstrate that use of the group depreciation method approximates the
component method. In this way, for similarly situated electric cooperatives, one overall
determination of depreciation accounting results, rather than more costly individual
determinations by each electric cooperative, can be made.

3. Component accounting, if required in a final accounting rule, should be limited to more
costly, material components.
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The PP&E Accounting Proposal in paragraph 49. specifies that “[a] component is a tangible part
or portion of [a plant asset] that (a) can be separately identified and depreciated or amortized
over its own separate expected useful life and (b) is expected to provide economic benefit for
more than one year.”
IAEC believes that this definition would create an enormous number of tremendously detailed
plant accounting records for electric cooperatives. Operating in the very capital-intensive
electric utility industry, electric cooperatives could literally be required to maintain and account
for thousands and thousands of individual plant assets.
IAEC believes the better approach, if the AICPA AcSEC decides that component accounting will
be required, would be to specify the use of component accounting for more costly, material items
of plant, with immaterial items grouped with the larger ones for accounting purposes. The
results of implementing this recommendation should be lower cost to electric cooperatives, with
minimal material differences in plant balances and operating results.

IAEC appreciates the opportunity to provide comments on the PP&E Accounting Proposal and
respectfully urges the AICPA AcSEC to consider its views and recommendations. If questions
arise concerning these comments, please feel free to contact me at 515-276-5350.

Executive Vice President
and General Manager
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KAISER PERMANENTE

Executive Offices, Ordway Building

November 5, 2001

Marc Simon
Technical Manager, Accounting Standards
File 4210.CC
American Institute of Certified Public Accountants
1211 Avenue of the Americas
New York, NY 10036-8755

VIA INTERNET: msimon@aicpa.org

Dear Mr. Simon:
On behalf of Kaiser Foundation Health Plan, Inc. and Kaiser Foundation Hospitals (Kaiser), I am
writing to comment on the Exposure Draft of the Proposed Statement o f Position - Accounting
for Certain Costs and Activities Related to Property, Plant and Equipment issued by the
American Institute of Certified Public Accountants (AICPA).
Kaiser, in collaboration with the Permanente Medical Groups, serves the health care needs of 8.2
million members in 9 states and the District of Columbia. Nationwide, Kaiser Permanente
includes about 100,000 technical, administrative and clerical employees and approximately
11,000 physicians.
Kaiser supports the AICPA’s efforts to improve the guidance on accounting for property, plant
and equipment (PP&E) and we appreciate the opportunity to provide our comments. We have
organized our comments in the order in which issues were identified beginning on page 3 of the
Exposure Draft.
Project Stage Framework
Issue #2
We support the guidance to establish a project stage framework. This approach allows for a
better matching of the activities performed and the periods in which economic benefits are
derived.

Kaiser Foundation Health Plan, Inc.
One Kaiser Plaza • Oakland, California 94612 • 510-271-5910

November 5, 2001
Page 2

Accounting For Costs Incurred
Issue #4
We request that the definition of costs that are “directly identifiable with the specific PP&E” be
expanded. At least for organizations who incur costs on projects for their own ultimate use, we
believe that the costs of internal facility planning and construction departments, to the extent that
they are comparable to costs incurred by external firms providing such services, should be
capitalized amongst the various projects managed by such internalized staff. The capitalization
of these types of internal costs would be consistent with paragraphs 23a and 26, which allow an
element of overhead to be capitalized when it is included in the fees charged by external parties.
Issue #5
We request that the definition of costs identified in paragraph 32 be expanded to include other
types of PP&E carrying costs, such as maintenance, security and utilities. These additional costs
would be subject to the same capitalization criteria stated in paragraph 32.
Issue #7
We believe that the capitalization criteria for demolition costs identified in paragraph 33, and
removal costs identified in paragraph 39 should be expanded to include these types of costs
incurred during any construction of PP&E. We believe that removal costs are more
appropriately categorized as costs incurred to ready an asset for its intended use rather than as a
cost associated with the removed asset. The limitation of capitalizing demolition and removal
costs only when in conjunction with the acquisition or lease of real estate contradicts the
guidance in paragraph 28a. Costs incurred for demolition activities versus removal activities are
sometimes indistinguishable and their treatment should be consistent whether they are incurred
as part of newly acquired real estate or incurred as a construction project on property already
owned.
Issue #8
We request that additional guidance be provided to clarify the capitalization criteria discussed in
paragraph 44. It is often difficult to distinguish between repair and maintenance activities and
replacement activities. Specific examples where clarity would be useful are: roof replacements,
parking resurfacing, carpet replacements, elevator overhauls, security alarm replacements, and
HVAC replacements.

November 5, 2001
Page 3

New Issue
We request that guidance be provided for instances where an entity incurs costs for activities
related to PP&E that is owned by another entity. A typical example of where guidance is
necessary is for those instances where costs are incurred as a condition to obtaining construction
approvals, such as zoning or building permits. Hypothetical examples that we believe are
consistent with current practices would be:
•

Traffic mitigation - requirements to mitigate traffic due to new facility by installing a
left turn lane and signal, widening roads, or building new roads.

•

Wetlands mitigation - requirements to purchase other property for wetland mitigation
before permits to build are granted.

•

Archeological - requirements to hire archeologists on site during excavation to meet
public concerns about potential excavation of items of archeological interest.

•

Access - Where a project is adjacent to or near public lands and issues of
access rise, requirements to construct or widen roads or retaining walls.

Component Accounting
Issue #13
We disagree that the net book value of the replaced PP&E should be charged to depreciation
expense. We think that the net book value should be charged as a loss on disposal of PP&E,
consistent with FAS #144. Separating depreciation expense from losses resulting from early
disposal of assets provides more meaningful information with regards to the on-going operations
of the entity.
Transition
Issue #18
We agree with the provisions of the transition paragraphs. We request additional guidance on
how to apply these provisions for costs incurred for PP&E as of the transition date for assets not
yet placed in service (work-in-progress). We also request additional guidance on footnote
disclosure of major components that were previously capitalized with composite lives as
c o m p a r e d w ith p r o s p e c tiv e application of component accounting.
November 5, 2001
Page 4

November 5, 2001
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We appreciate the opportunity to comment on this important Exposure Draft. If you would like
to contact us, please call me at (510) 271-5930.
Sincerely,

Deborah Stokes
Vice President and Controller
Kaiser Foundation Health Plan, Inc. and Kaiser Foundation Hospitals
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November 5, 2001
Mr. Marc Simon
Technical Manager,
Accounting Standards, File 4210.CC
American Institute of Certified Public Accountants
1211 Avenue of the Americas
New York, New York 10036-8775
Dear Mr. Simon:
Kansas City Southern Industries (“KCSI” “Kansas City Southern”) appreciates this
opportunity to respond to the AcSEC’s exposure draft of its Statement of Position
“Accounting for Certain Costs and Activities Related to Property, Plant, and Equipment”
(“SOP” “proposed SOP”). KCSI, through its subsidiaries or affiliates The Kansas City
Southern Railway Company (“KCSR”), and The Texas Mexican Railway Company owns
and operates approximately 3,100 miles of main and branch lines and 1,180 miles of
other track in a ten state region that includes Missouri, Illinois, Kansas, Arkansas,
Oklahoma, Mississippi, Alabama, Tennessee, Louisiana and Texas. The railroad industry
is the most capital intensive industry in the United States. An article in the April 15,
2001 edition of Fortune Magazine stated that railroads have a 2.64 ratio of assets to
revenues compared to 1.4 for the automotive industry and .66 for the trucking industry,
our biggest competitor.
At $104.5 million, KCSI capital expenditures constituted 18% of total revenue for the
most recent year ended December 31, 2000. Expenditures for track and track structures
constituted approximately 67% of our total capital expenditures for the year ended
December 31, 2000.
As a Class I railroad, KCSR is regulated by the Surface Transportation Board (“STB”).
Accordingly, KCSR complies with the Uniform System of Accounts for Railroad
Companies (“USOA”) prescribed by Title 49- Transportation Code of Federal
Regulations, Subchapter C, Part 1201, Subpart A, Paragraphs 4-1 through 4-2.
We understand and appreciate AcSEC’s efforts to provide additional guidance in
accounting for property, plant and equipment. We agree that additional guidance in this
area is needed. With this letter, KCSR would like to address certain issues of concern
regarding the proposed SOP and provide comments and alternative resolutions for your
consideration.
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SCOPE
We have no significant comments relative to Issues 1 - 3 . We do, however, believe there
will be some degree of subjectivity regarding when a project becomes “probable.”

ACCOUNTING FOR COSTS INCURRED
Issue 4: The proposed SOP states that PP&E-related costs incurred during the
preacquisition, acquisition-or-construction, and in-service stages should be charged to
expense unless the costs are directly identifiable with the specific PP&E. Directly
identifiable costs include only (a) incremental direct costs incurred with independent
third parties for the specific PP&E. (b) employee payroll and payroll benefit-related costs
related to time spent on specified activities performed by the entity during those stages,
(c) depreciation of machinery and equipment used directly in the construction or
installation of PP&E and incremental costs directly associated with the utilization of that
machinery and equipment during the acquisition-or-construction stage, and (d) inventory
used directly in the construction or installation of PP&E. All general and administrative
and overhead costs incurred, including all costs of support functions, should be charged
to expense. (See paragraphs 24,25,29, and 30.)
As stated earlier, the railroad industry is very capital intensive. As a result of the high
degree of capital involved in operations, many of the railroad industry’s assets are selfconstructed. An imbedded construction industry exists within the railroad as a result of
significant annual capital outlays conducted on a consistent, year-to-year basis. Indeed,
the degree of self-construction within the railroad industry is very unique compared to
other industries. As a result of this imbedded construction industry within the railroad
industry, costs such as engineering, planning, capital project management, project
supervision, materials procurement, inventory management, construction equipment
maintenance, timekeeping/payroll and project accounting represent direct incremental
costs associated solely with the self construction function of capital plant. These are
costs that would be incurred if acquisition and construction of capital plant were
conducted with outside parties through inclusion of overhead within invoiced amounts.
Additionally, these support functions are so fundamental to, and integrated within our
self-construction effort, that if capital asset construction were performed by outside
parties, these functions would be eliminated from within our corporate structure.
To properly capitalize the full construction cost of an asset, the railroad industry has
developed sophisticated methods to allocate costs that are directly attributable to the
construction of physical plant yet not necessarily assignable to individual assets. These
methods have been developed and consistently applied over a long time. Indeed, they
have been refined and applied within the railroad industry for well over a century. These
methods allocate costs to specific capital projects based upon direct labor and direct
materials costs incurred. These methods have been subject to rigorous review and
consideration by our internal audit function, our independent auditors, and various federal
regulatory agencies including the STB.
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We are concerned that, because they are subject to being defined as “support functions”
under the SOP, these costs would be expensed, when in actuality, these costs represent
direct, incremental costs associated with the construction and placement of capital assets
into service. We agree that general administrative and related overhead costs should not
be capitalized. However, it is neither KCSI’s practice nor that of the railroad industry to
capitalize these general and administrative and overhead costs. In current practice they
are expensed as incurred.
Of further note, railroads are required by the STB to capitalize these incremental costs in
our reporting within the USOA. The SOP could potentially constitute an additional
method of accounting for capital asset costs. To report under both accounting practices
would impose a significant administrative burden (cost) with little, if any additional
benefit being derived by the users of financial statements. Under the proposed SOP,
capital assets would no longer reflect full historical cost.
Because costs that are now capitalized into property, plant and equipment would instead
be expensed, as an indirect and unanticipated consequence of the SOP, railroads that
maintain a strong capital improvement and betterment program in order to maintain and
improve efficiency and safety would be harmed by reporting lower earnings than
railroads who defer capital improvement at the expense of diminished safety and
efficiency. We believe that incremental costs, examples of which have been provided
herein, which are directly attributable, yet not necessarily assignable to specific units of
property, should be capitalized using a rational allocation method such as direct materials
or direct labor that properly assigns these costs to the capital projects that are the direct
and only result of these functions.
Issue 5: The Proposed SOP states that for real estate that is not being used in operations,
costs of property taxes, insurance, and ground rentals should be capitalized, to the extent
of the portion of the property that is under development.
KCSR concurs with AcSEC on this position.
Issue 6: The proposed SOP states that the costs of normal, recurring, or periodic repairs
and maintenance activities should be charged to expense as incurred.
KCSR concurs with AcSEC on this position.
Issue 7: Paragraph 39 of the proposed SOP states that costs of removal, except for certain
limited situation demolition costs, should be charged to expense as incurred.
For railroad track and track structures, KCSR, consistent with the industry, factors the
cost of removal (“COR”) into gross salvage value to derive a “net salvage value” equal to
the salvage value less the cost to harvest or remove the asset. This results in asset
removal costs being charged ratably to the periods that derive benefit and utility from
those assets. This is a very reasonable and consistent practice for track and track
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structures within the railroad industry in light of the established fact that salvage values
and removal costs for track and track structures are significant.
Accounting Research Bulletin Number 43, Chapter 9C, paragraph 5 defines depreciation
accounting as “a system of accounting which aims to distribute the cost or other basic
value of tangible capital assets, less salvage (emphasis added) over the estimated useful
life of the unit (which may be a group of assets) in a systematic and rational manner. It is
a process of allocation not valuation.” Additionally, Financial Accounting Concepts
Statement No. 5 states “some expenses, such as depreciation and insurance, are allocated
by systematic and rational procedures to the periods during which the related assets are
expected to provide benefits.”
Currently, under STB reporting guidelines COR is required to be factored into
depreciation for regulatory reporting purposes. To require an additional method of
accounting for property, plant and equipment for GAAP reporting purposes different
from regulatory reporting purposes imposes a significant administrative burden (cost)
without any significant benefit to the users of the financial statements.
We believe the current practice of factoring COR into salvage value to derive a
depreciation rate more precisely allocates these costs to the numerous periods that derive
economic benefit from these assets. The current method of allocating COR to numerous
periods by factoring it into net salvage is consistent with Statement of Accounting
Concepts No. 5 and Accounting Research Bulletin No. 43.
Accordingly KCSR recommends AcSEC require COR to be factored into gross salvage
value to derive net salvage value to reflect the economic reality of allocating these costs
ratably to the periods that derive benefit from them. To expense COR as incurred will
result in greater earnings volatility and less financial reporting transparency. Because
costs that are now factored into depreciation and hence expensed ratably over the life of
the related asset would instead be expensed as incurred, as an indirect and unanticipated
consequence of the SOP, railroads that maintain a significant capital improvement and
betterment program in order to maintain and improve efficiency and safety would be
harmed by reporting lower, more volatile earnings than railroads who defer capital
improvement (with many related costs to remove encountered) at the expense of
diminished safety and efficiency.
Issue 8: Paragraph 44 of the Proposed SOP states that the total of all costs incurred for
planned major maintenance activities does not represent a separate PP&E asset or
component. Additionally, Para 45 prohibits the accrual of a liability for the costs of a
planned major maintenance activity prior to their being incurred and the deferral and
amortization of the entire cost of the activity.
We believe that planned major maintenance activities that benefit numerous periods
should be capitalized in order to ratably match those costs to the periods they benefit.
Many of the costs of planned major maintenance activities have different (and shorter)
lives than the assets to which they are related. Accordingly, it is our position that this
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meets the criteria for establishing these costs as a separate property, plant and equipment
component subject to depreciation over a proper separate life.
In certain circumstances, there can potentially exist an obligation to perform certain
planned major maintenance activities in future periods. While these circumstances may
be limited, we believe that when they are probable, and the ability to reasonably estimate
the cost exists, then the option to accrue the liability for these planned major maintenance
activities prior to their incurrence should be considered an appropriate accounting
practice consistent with SFAS No. 5 “Accountingfor Contingencies. ”
Issue 9: Paragraph 45 of the Proposed SOP further prohibits, as an alternative accounting
treatment, the “built-in overhaul” method for costs incurred for planned major
maintenance activities. Under that method, additional depreciation expense is recognized
currently to give effect to the decline in service potential that is subsequently restored
once the major maintenance activity occurs.
We believe the “built-in overhaul” method represents a reasonable alternative accounting
method to accrue costs of overhaul and other planned major maintenance activities
related to property and equipment owned by an entity. Similar to capitalizing planned
major maintenance activities, the “built-in overhaul” method represents an effective
method of ratably matching costs to periods that benefit from these costs.
USE OF INVENTORY IN PRODUCTION OF INTERNAL USE PP&E
Issue 10: Paragraphs 47, 48, and A41 of the Proposed SOP state that the entity should
evaluate for impairment amounts included in Property, Plant and Equipment that were
previously capitalized as inventory but should not redetermine their carrying amount as
Property, Plant and Equipment using the guidance in the proposed SOP, unless the entity
has a pattern of changing the intended use of assets from inventory to Property, Plant and
Equipment.
KCSR concurs with AcSEC on this position.
Issue 11: The proposed SOP requires assets that are produced by an entity to be leased to
a lessee under an operating lease to be accounted for under the provisions of this SOP.
KCSR concurs with AcSEC on this position.
COMPONENT ACCOUNTING
Issue 12: Paragraphs 49 through 56 of the Proposed SOP state that if a component has an
expected useful life that differs from the expected useful life of the PP&E asset to which
it relates, the component should be accounted for separately and depreciated or amortized
over its separate expected useful life.
Please see our response to issue 14.
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Issue 13: Paragraphs 38 and 51 of the proposed SOP states that when existing PP&E is
replaced or otherwise removed from service and the replacement is capitalized, the net
book value of the replaced PP&E should be charged to depreciation expense in the period
of replacement.
Please see our response to issue 14.
Issue 14: The proposed SOP requires the use of component accounting to depreciate
identified components over their respective expected useful lives. That group accounting
should approximate component accounting and that group accounting is acceptable only
if it results in the same gross PP&E, depreciation expense, accumulated depreciation, and
gains or losses on disposals of PP&E as component accounting.
Railroads construct and acquire large quantities of capital assets, especially track and
track structures. In the case of rolling stock (locomotives, freight cars,) railroads rarely
buy just one car at a time. Railroads usually buy hundreds of identical cars, representing
the acquisition of a large population of homogenous assets. A railroad’s track and track
structure constitutes numerous components constituting thousands, if not literally
millions of smaller assets depending upon the level of componentization applied.
Currently, the STB requires railroads to classify assets into approximately 100 categories
for purposes of regulatory reporting. These same categories are used in classifying assets
for financial reporting also. Railroads then apply group depreciation accounting to group
components within these 100 categories for both regulatory reporting purposes and
financial reporting purposes.
These categories and the related group depreciation practices, established over a
significant period of time and currently regulated by the STB, are the result of years of
evolving industry practice. These practices are based upon sound, logical business and
financial reporting practices as applied in the railroad industry for years. They have been
established to address the unique and significant challenge of accounting for vast
populations of homogenous assets inherent in railroad rolling stock, track, and track
structures.
In applying group depreciation, railroads conduct regular depreciation studies. These
studies are often conducted by independent third parties. These studies consist of an
analysis of historical retirement patterns and lives, observations of the property and its
condition, field interviews, engineering studies and discussion with management
regarding future trends and industry changes. From these studies, asset lives, estimates of
net salvage value, and accumulated depreciation are established to derive an applicable
depreciation rate for each group component within each category. These depreciation
rates are then applied to each group component within each category to derive
depreciation expense and accumulated depreciation consistent with STB requirements
and GAAP currently in practice. These depreciation rates are subject to rigorous review
by each railroad’s independent auditors and the STB, who must approve all rates prior to
application.
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This method of group depreciation, as applied consistently throughout the railroad
industry, provides the most consistent, efficient, and transparent method of accounting for
depreciation in circumstances where there exist vast populations of identical,
homogenous individual assets. The application of component accounting within the
railroad industry constitutes a tremendous administrative burden. Applying component
accounting to track and track structures alone will impose upon the railroad industry an
unprecedented administrative burden unlike any other industry.
Depending upon the level of componentization, the definition of components alone could
vary significantly from railroad to railroad causing a loss of financial reporting
transparency and comparability between railroads. Currently, STB categories and
reporting requirements are very clear and are applied consistently between railroads.
Component accounting will introduce a significant degree of variance to an area where
little existed. The administrative burden with its related cost will yield little, if any
benefit to the users of financial statements. Component accounting will introduce
significant opportunities for inconsistencies among railroad reporting that currently do
not exist due to the consistent reporting in compliance with STB requirements.
For tax reporting purposes, KCSR applies the same group depreciation methods to the
group components as applied to GAAP with the only difference being the application of
accelerated rates as a result of shorter tax lives. These methods have prevailed under IRS
audits. Additionally, in circumstances such as casualties when a small number of items
within the group population are retired, KCSR removes individual assets from the
population based upon pro-rata estimates. By doing so, KCSR is able to account for
specific economic events using relatively precise accounting estimates. This approach is
very consistent with the component accounting concept.
KCSR understands and appreciates the efforts of AcSEC to improve the degree of
precision and accuracy of financial reporting of Property, Plant and Equipment by
encouraging component accounting. We believe, however, that group accounting is a
more practical, effective, and efficient method of depreciation accounting for Property,
Plant and Equipment involving vast populations of homogenous assets. (For a further
discussion of group depreciation accounting as applied by KCSR, please see Appendix
A.)
Accordingly, KCSR proposes an exception to component depreciation accounting for
railroad rolling stock, and especially for railroad track and track structures. We propose
this exception on the basis that these particular items represent assets composed of vast
populations of homogenous objects and that group accounting represents a more efficient
and cost effective method of accounting for such assets.
AMENDMENTS TO OTHER GUIDANCE
Issue 15: Paragraphs 61 and 63 of the proposed SOP lists amendments to SOP 85-3
Accounting by Agricultural Producers and Agricultural Cooperatives, and the AICPA
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Audit and Accounting Guide Audits o f Agricultural Producers and Agricultural
Cooperatives.
KCSR has no comments on this issue.

TRANSITION
Issue 16: Paragraph 71 of the proposed SOP states that the prescribed component
accounting guidance should be initially adopted for existing PP&E using one of two
alternatives, the election and disclosure of which should be made when the SOP is
adopted.
Please see our comprehensive response below.
Issue 17: Paragraph 71(a) of the proposed SOP states that the allocation of existing net
book value to components at transition should be based upon one (a) allocation of
original accounting records, (b) relative fair values at date of transition or (c) another
reasonable method, if relative fair value is not practicable.
Please see our comprehensive response below.
Issue 18: Paragraph 72 of the proposed SOP states that the SOP should be applied
prospectively for all costs incurred after the adoption of the SOP. Additionally, costs
incurred prior to the adoption of the proposed SOP should not be re-characterized (as
capital or expense items) to conform to the proposed SOP, with the exception of certain
costs of planned major maintenance activities.
Please see our comprehensive response below.
Issue 19: Paragraph 71(a) of the Proposed SOP states that an entity applying component
accounting retroactively at date of adoption may calculate a difference between the pre
adoption balance of accumulated depreciation and the balance recalculated based on the
estimated useful lives of components that previously were not accounted for as separate
components. The difference is then allocated back to the accumulated depreciation of
each component based on the net book values of the components. Two alternatives
considered were recording the difference as a cumulative effect type adjustment at
adoption and recording the difference as additional depreciation expense at adoption.
For component accounting, KCSR believes an additional alternative should be available
in the form of retroactive application with a cumulative effect of a change in accounting
principle for the difference between net book value before adoption and after.
Additionally, costs previously capitalized yet required under the proposed SOP to be
expensed should be allowed to be recorded as a cumulative effect of a change in
accounting principle as of the adoption date if these amounts can be reasonably
determined. By allowing a cumulative effect adjustment, entities can avoid the effect of
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double accounting resulting from depreciating costs previously capitalized and
prospectively expensing those same costs upon adoption of the new SOP.
Additionally, we believe the effective date of fiscal years beginning after June 15, 2002 is
too aggressive. We believe the effective date should be no sooner than 24 months after
the SOP is issued in order to research, compile and analyze the necessary data related to
Property, Plant and Equipment and record a cumulative effect of a change in accounting
principle adjustment as proposed above. In addition, significant changes to our current
information technology accounting systems will be required to facilitate such data
compilation and analysis.
SUMMARY AND CONCLUSION
KCSR supports AcSEC’s efforts to create more uniform Property, Plant and Equipment
accounting standards and agrees with certain aspects of the SOP in principle. We
believe, however, that AcSEC’s position on accounting for costs incurred should consider
the full costing of self-constructed assets through allocation of support function costs that
are directly attributable to the self-construction of physical plant.
We agree with AcSEC’s position on normal, recurring and periodic repairs and
maintenance costs. We believe however, that costs such as major overhauls benefit
numerous periods and should, accordingly, be capitalized and charged ratably to those
periods that are benefited. Additionally, COR should be factored into gross salvage value
to yield a depreciation rate that ratably charges these costs to the periods they benefit.
We believe more consideration should be given to the costs and benefits of component
accounting, especially in relation to railroad track and track structures. In circumstances
involving significantly large populations of homogenous individual assets such railroad
rolling stock and track and track structures, group accounting yields greater efficiency
and effectiveness with little, if any, precision in accounting and reporting lost.
Finally, we are concerned with the degree of administrative burden borne by the railroad
industry upon implementation of the SOP as it is currently written as well as the time to
implement the new standard requirements. As part of a comprehensive review of
AcSEC’s positions within the proposed SOP, we believe AcSEC should consider the
individual issues with particular consideration given to the cost of implementation versus
the benefits derived.
Very truly yours
--------Louis G. Van Hom
Vice President and Comptroller
Chief Accounting Officer
Kansas City Southern Industries, Inc.
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Appendix A:
Group vs. Component Accounting for Property, Plant and Equipment for Railroads: An
expanded discussion.
Among other applications, KCSR applies group depreciation to railroad track and track
structures. For our track and track structure, we have a number of categories, including,
but not limited to:
Bridges
Ties, (crossties, switchties, others)
Rail and other track materials
Ballast
Fences
Signal and lines
Public improvements (warning gates, lights, etc.)
KCSR maintains a detail trial balance of historical cost for the purpose of providing
support for original cost of capital assets. This detail cost trial balance is maintained and
organized by categories such as those noted above. It is from this detail that initial data is
provided for calculations related to retirements, deletions, casualties and sales of
Property, Plant and Equipment by applying an estimate of depreciation to derive an
estimated net book value for individual retired assets. From these estimated net asset
values, gains and losses on retirements and sales of assets are calculated. Accordingly, as
a result of this process, KCSR believes our group depreciation methods and procedures
yield relatively the same results as component accounting.
We base our position upon the following:
•

Gross PP&E at the detail level is equal to our gross PP&E at the summary or group
level.

•

Depreciation expense, as applied on a group basis described elsewhere within this
letter, approximates what depreciation expense would be at the detail or component
level. This is because depreciation expense at the detail level would be calculated
and adjusted as a result of data and observations derived from our depreciation
studies.

•

Gains and losses on abnormal retirements (defined as the relinquishment of the rights
of ownership with respect to railroad lines or casualty events such as derailments,
washouts, collisions, etc.) are calculated using data extracted from our detail level,
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(historical cost, estimated accumulated depreciation using applied depreciation rates)
and are reported accordingly. Gains and losses on normal retirements are charged
against accumulated depreciation and therefore are factored into and are a component
of depreciation expense.
•

The most significant difference between group depreciation accounting as applied by
KCSR, and component depreciation accounting as proposed within the SOP, is the
fact that depreciation on a group basis, is calculated and applied to asset groups
comprising thousands of homogenous assets rather than the individual assets
themselves. Because depreciation rates often change as a result of updated asset
depreciation studies, the administrative burden lies within the task of inputting
updated data related to changing depreciation rates. Accordingly, KCSR believes the
application of component depreciation accounting for the railroad industry introduces
a significant administrative burden with little if any reporting benefit.
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October 26,2001

Mr. Marc Simon
Technical Manager, Accounting Standards
File 4210.CC
American Institute of Certified Public Accountants
1211 Avenue of the Americas
New York, NY 10036-8775
RE: Exposure Draft - Proposed Statement of Position, “Accounting for Certain Costs
And Activities Related to Property, Plant, and Equipment”
Dear Mr. Simon:
Eastern Iowa Light and Power Cooperative appreciates the opportunity to submit written
comments regarding the above-referenced Proposed Statement of Position (PP&E
Accounting Proposal) to the Accounting Standards Executive Committee (AcSEC) of the
American Institute of Certified Public Accountants (AICPA).
Eastern Iowa Light and Power Cooperative (Eastern Iowa) is an electric cooperative in
Iowa, providing electricity to approximately 21,500 consumer-owners in 12 counties.
Eastern Iowa operates within the capital-intensive electric utility industry. The PP&E
Accounting Proposal would significantly impact Eastern Iowa’s accounting policies and
financial statements.
Eastern Iowa is required to follow accounting requirements promulgated by the Rural
Utilities Service (RUS). The PP&E Accounting Proposal raises significant rate-making,
operational, and accounting concerns for Eastern Iowa Light and Power Cooperative.
The most significant problem is the accounting inconsistencies between this proposal and
the RUS Uniform System of Accounts and attendant RUS regulations. The PP&E
Accounting Proposal and the detrimental impacts to Eastern Iowa include the following:
•

Electric Cooperative Accounting Requirements specify capitalization of
overheads in support of construction projects and permit capitalization of an
appropriate portion of administrative and general (A&G) costs. In addition,
Electric Cooperative Accounting Requirements specify capitalization of
preliminary investigation and survey (PS&I) charges. The PP&E Accounting
Proposal would prohibit capitalization of overheads, PS&I charges, and A&G
costs.
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Implementation of these provisions would result in the unfavorable outcomes of
increased earnings volatility, as these overheads, PS&I charges, and A&G costs
are expensed, rather than capitalized. We estimate the impact to our financial
statements for these items to be approximately $141,000 on an annual basis.
Approximately 19% of this amount relates to overhead, 68% relates to A&G
costs, and 13% relates to PS&I charges. Furthermore, from the standpoint of rate
making fairness, failure to capitalize these costs would inequitably shift the
burden of collection of these costs from customers using the plant asset over its
useful life to customers during the construction of the plant asset.

•

Electric Cooperative Accounting Requirements prescribe use of the group method
of depreciation for plant assets. The PPU& Accounting proposal would require
use of depreciation accounting by component, defined as “a tangible part or
portion of (plant) that can be separately identified as an asset and depreciated or
amortized over its own separate expected useful life.” The PP&E Accounting
Proposal generally prohibits the use of a group method of depreciation, unless it
can be shown by the entity that the asset balances and operating results under the
group method is not materially different from that obtained under the component
method. Implementation of this provision would require administrative
reorganization to comply with the data collection requirements, as well as
installation of expensive automated accounting systems. In addition,
determination of material differences between the component and group
accounting methods would require record-keeping for both methods, adding
significantly to plant record-keeping costs. The estimated costs to upgrade
automated systems and provide additional administrative record-keeping and data
input is approximately $250,000 in one-time costs and $40,000 on an annual basis
thereafter.

•

Electric Cooperative Accounting Requirements, consistent with group
depreciation accounting convention, generally prescribe that gains and losses on
normal dispositions of mass assets be closed to the accumulated depreciation
account, under the theory that over time gains and losses will net out. The PP&E
Accounting Proposal would require that gains and losses be reflected in results of
operations in the current accounting period. Implementation of this provision
would result in increased earnings volatility, as gains and losses on plant
disposition are reflected in the current results of operations. Losses closed to the
accumulated depreciation account averaged $120,000 over the past five years,
varying from $54,000 in loss to $171,000 in loss. Our electricity rates would
likely have to be raised to provide for this increased uncertainty of earning. This
would be particularly troublesome as we will be increasing our retail rates
effective November 26, 2001 and the above expenses would negate the f in a n c ia l
stability the rate adjustment was intended to provide.

-3-

•

Electric Cooperative Accounting Requirements generally recognize the cost of
removal of a plant asset over the useful life of that asset, as a component of the
depreciation rate. The PP&E Accounting Proposal would require that cost of
removal be reflected in the results of operations in the accounting period in which
such cost was incurred. Cost of removal incurred over the past five years has
averaged $137,000. Implementation of this provision would result in increased
earnings volatility, as cost of removal is reflected in a single accounting period.
Furthermore, from the standpoint of rate-making fairness, failure to recognize cost
of removal over the asset’s life would inequitably shift the burden of collection of
these costs from customers using the plant asset to customers during the
retirement of the plant asset.

Each of the above accounting inconsistencies poses operational problems for Eastern
Iowa Light and Power Cooperative. The detrimental impacts of each item should be
carefully considered and weighed against any identifiable benefits before the AICPA
AcSEC implements the attendance provision of the PP&E Accounting Proposal for
electric utilities.
Eastern Iowa Light and Power Cooperative appreciates the opportunity to provide
comments on the PP&E Accounting Proposal and respectfully urges the AICPA AcSEC
to consider our views. If you have any questions on our comments, please feel free to
contact me at 1-800-728-1242.

Sincerely,

Melvin D. Nicholas, CEO
Eastern Iowa Light and Power Cooperative
th
600 East 5th
Street - P.O. Box 3003
Wilton, IA 52778-3003

Post Office Box 369
Marietta, Georgia 30061
(770) 429-2100

CO BB
EMC
November 1, 2001
Mr. Marc Simon
Technical Manager, Accounting Standards
File 4210.CC
American Institute of Certified Public Accountants
1211 Avenue of the Americas
New York, NY 10036-8775
Re: Exposure Draft - Proposed Statement of Position, “Accounting for Certain Costs and
Activities Related to Property, Plant, and Equipment”
Dear Mr. Simon:
Cobb Electric Membership Corporation is the largest electric membership cooperative in
Georgia and one of the largest in the nation. It currently serves more than 160,000
electric customers and is experiencing an average annual load growth of four percent.
Cobb Electric appreciates the opportunity to submit written comments on the exposure
draft - Proposed Statement of Position, “Accounting for Certain Costs and Activities
Related to Property, Plant, and Equipment”. The PP& E Accounting Proposal would
significantly impact the accounting policies and the financial performance of the
Cooperative, because of the capital - intensive nature of the electric utility industry.
In general, as discussed below, the PP&E Accounting Proposal raises significant rate
making, operational, and accounting concerns for the cooperative. Cobb Electric
Membership Corporation understands that the AICPA AcSEC commenced consideration
and development of the proposed plant accounting provisions with the view that the
accounting rule would apply to certain targeted industries that did not include utility-type
enterprises. The accounting provisions proposed may, in fact, be very appropriate and
beneficial to those initially targeted industries. For utility-type enterprises, including
electric cooperatives, however, the accounting provisions as currently proposed create a
number of issues surrounding cost-of-service rate - making practice and established
utility accounting practice. The Cooperative does not believe the PP&E Accounting
Proposal should be implemented for utility - type enterprises, including electric
cooperatives, unless and until significant workable changes that give due consideration to
the utility operating environment are included.

Serving Bartow, Cherokee, Cobb,
Fulton and Paulding Counties

Comment: Any final plant accounting rule should not overturn long-standing
electric utility accounting and, by direct implication, rate-making practice without
significant consultation and input from utility regulators.
Electric cooperatives and privately owned electric and gas utilities have historically
operated in a regulatory environment, which is principally concerned with the rate
regulation process. Two basic concepts in the development of rate regulation are fair and
equitable rates and avoidance of unreasonable discrimination. The federal government
has been directly involved in the regulation of various utility operations through the
Federal Energy Regulatory Commission (FERC) since 1977. Among its powers are the
regulation of interstate electric rates, accounting, service requirements, etc., of electric
utilities under its jurisdiction. A fundamental aspect of the rate regulation process is
determining revenue requirements measured by plant investment, inventories and cash
working capital requirements under a rate base/rate of return approach. This approach is
widely used in rate proceedings at the state and federal level as well as by self-regulated
utility boards because of the capital-intensive nature of the industry and the debt costs
required to provide service. Other approaches to revenue requirements include the debt
service coverage and operating ratio approach. All of these approaches try to provide for
recovery of revenues adequate enough to cover operation expenses plus depreciation,
taxes and capital costs over a future period. A key element of this process is that
operating expenses need to be predictable and as acceptable expense of providing service
to current ratepayers. Electric utilities must be entitled to a reasonable opportunity to
recover their costs in providing customer services and this recovery must be at reasonable
levels for prudent purposes, This would be extremely difficult to accomplish if expenses
previously included in plant costs are allowed to impact rates in a manner similar to that
generally followed for fuel costs which is an immediate pass through to ratepayers. Why
should current ratepayers have to pay for expenses that give raise to a benefit that accrues
over a longer period than the existing rates were designed for?
Revenue requirements, needed to pay the operating and capital cost of providing service,
are generally based on a historical test year and provide for some allowed rate of return
over a future period. This requires that regulated electric utilities normalized their
accounting practices to make it feasible for them to earn the rate of return authorized by
the regulatory body. Normalization of plant costs allows the matching of costs to
revenue without imposing undue regulatory risks on the utility. The proposed SOP
would trigger new regulatory risks; e.g. sudden changes in construction overhead costs
due to economic or environmental factors that are charged to operating expenses not
found in a historical test year would be difficult to quantify for regulatory consideration.
The accounting costs related to various support services e.g. facilities, motor pool,
procurement, supervision and general administrative personnel, data processing,
engineering, etc. are necessary charges to support construction work required to carry out
the operational purpose for which the electric utility was created. These support cost are
currently treated as a measure of plant investment (capital cost). In determining revenue
requirements current regulatory practice has considered these costs as overhead

construction costs chargeable to particular jobs or units on the basis of written cost
allocation plans. Regulatory bodies have traditionally allowed for the recover of such
costs through plant-in-service because this practice has the effect of recovering the
revenues generated from these assets. In general, normalization of accounting costs
protects current ratepayers from having to subsidize future ratepayers.
Current accounting principles and practices provide for the recognition of these
construction cost components at the state and federal level. Both the Federal Energy
Regulatory Commission (FERC) Systems of Accounts, 18CFR Part 101 and Part 16
(Electric) and the United States Department of Agriculture, Rural Utility Service Uniform
System of Accounts-Electric, 7CFR Part 1767B-1 address which components are
properly included in the electric plant accounts. Likewise, the state regulatory
commissions have generally adopted the FERC Systems of Accounts for use in electric
utility hearings brought before them.
In some cases differences arise in the application of generally accepted accounting
principles (GAAP) because of rate regulation. These differences usually are traced to the
timing associate with recognizing a cost. Accounting Principles Board (APB) Opinion
No. 2 was the first attempt to identify accounting principles that considered the effects of
rate regulation on the utility industry. In 1982, the FASB further clarified which
enterprises could use the Addendum to APB No. 2 when it issued statement of financial
Accounting Standards No. 71. Paragraph 9 of FASB Statement No. 71 stated that a
regulatory asset, (a deferred cost) exists if it is probable that future revenues will be
provided to recover the capitalized cost which would otherwise have been charged to
expense if that cost were not subject to rate regulation. Electric plant accounts (301 to
399, inclusive) are stated on the basis of cost to the utility for plant constructed by it and
the original cost, estimated if not know, of plant acquired. The FERC Uniform Systems
of Accounts provides detailed instructions concerning the types of expenditures that may
be capitalized as part of electric plant accounts. Each utility must establish guidelines to
carry out these instructions and provide for consistency in classifying these expenditures
as capital and expense. Cobb Electric Membership Corporation for the year ended
December 31, 2000, recognized approximately $7 million dollar's or forty one percent, of
the total distribution plant additions closed through a job or work order to utility plant as
overhead component costs associated with PP&E in the construction stage. The financial
risks of changing these capital costs to expenses as incurred would have had an adverse
effect on the Cooperative’s ability to meet its financial covenants under its existing
mortgage and would have dramatically impacted its rates in future years. To adopt the
proposed SOP would require future revenues to directly parallel the Cooperative’s
construction program costs, which in turn are influenced by customer demand and supply
(power) costs. Profits and losses would become much harder to predict, rate regulation
costs would increase, and the methodologies used to determine rates would have to
change. The disallowance of overhead construction costs as a capital cost would be
counter productive to the efforts being made by the electric cooperative to maintain
utility customer satisfaction while complying with its regulatory responsibilities of
offering fair and equitable rates. Ultimately these changes would only service to confuse
the consumer and lead to higher utility bills.

If utility regulators would not concur with the accounting and rate-making changes of a
final rule implementing the provisions of the PP&E Accounting Proposal, electric
utilities, including G&TS and distribution cooperatives, would be placed in the hapless
position of keeping two sets of accounting records. First, utilities would be required to
maintain a regulatory set of books prepared in accordance with the Uniform System of
Accounts on the basis of which they would set their electric rates. Second, they would
have to keep a set of books in accordance with Generally Accepted Accounting
Principles (GAAP) for preparation of external financial statements. Such dual sets of
accounting records would lead to great confusion among users, as well as considerable
unnecessary cost.
Comment: The PP&E Accounting Proposal would impact detrimentally on electric
cooperative operation and impose excessive costs. Any final plant accounting rule
should not overturn any accounting practice of the electric utility industry without
strong evidence that benefits of that accounting change outweigh its costs.
As previously mentioned, the provisions of the PP&E Accounting Proposal are
inconsistent with the Uniform System of Accounts and attendant RUS regulations and
interpretations (collectively, Electric Cooperative Accounting Requirements) in a number
of ways. The implementation of these provisions contained in the PP&E Accounting
Proposal would detrimentally impact electric cooperatives. The AICPA AcSEC has
presented no specific evidence of any financial reporting concern of lenders or other
financial statement users resulting from application of Electric Cooperative Accounting
Requirements.
The most significant of the accounting inconsistencies raised by the PP&E Accounting
Proposal are:
1. Electric Cooperative Accounting requirements specify capitalization of overheads
in support of construction projects and permit capitalization of an appropriate
portion of administrative and general (A&G) costs.
In general, indirect project costs are associated with construction activities
(projects, job, or unit) other than direct labor and material. These services
although not job specific are associated with construction and retirement activities
and are acceptable overhead charges for electric cooperatives under current
practice, ref. RUS Bulletin 1767B-1, dated 9/97.
The PP&E Accounting Proposal would prohibit capitalization of overheads, PS&I
charges, and A&G costs. If this approach were implemented it wrould result in
increase earnings volatility as these overheads, PS&I charges and A&G costs are
expensed. Furthermore, from the standpoint of ratemaking fairness, failure to
capitalize these costs w ould inequitably shift the burden of collection of these
costs from customers using the plant asset over its useful life to customers served
by the cooperative during the construction of the plant asset.

2. Electric Cooperative Accounting requirements prescribe use of the group and/or
composite method of depreciation for plant assets. The PP&E Accounting
Proposal would require use of depreciation accounting by component, defined as
“a tangible part or portion of [plant] that can be separately identified as an asset
and depreciated or amortized over its own separate expected useful life”. Cobb
EMC believes that these components will not be easily definable and will be
identified differently by electric utilities. Policy and cost issues will arise relative
to depreciation reserves and depreciation expense and the supportability of these
decisions could undermine the rate making process. To assign separate useful
lives to newly created units of plant could trigger book depreciation studies that
may not be cost justified given the thousands of components that may have to be
created. The actual practices used to identify components could yield to
judgments on the part of management, which may create regulatory issues far
more detrimental to ratemaking than “group basis” plant accounting.
The PP&E Accounting Proposal generally prohibits the use of a group or
composite method of depreciation, unless it can be shown by the entity that the
asset balances and operating results under the group or composite method are not
materially different from those obtained under the components method. If this
approach were implemented Cobb EMC would have to write its administrative
policies to comply with the data collection requirements directed by this SOP
which would result in, among other things, the purchase and installation of new
plant accounting software. In addition, plant record keeping costs would increase
significantly if the cooperative has to keep up with two methods of book
depreciation because of the regulatory issues created under the component
method.
3. Electric Cooperative Accounting Requirements, consistent with group
depreciation accounting convention, generally prescribe that gains and losses on
plant assets, under normal conditions, be closed to the accumulated depreciation
account under the theory these gains and losses will net out over time.
The PP&E Accounting Proposal would require that gains and losses be reflected
in results of operations in the current accounting period. Implementation of this
provision would have the effect of increasing earnings volatility, as gains and
losses on plant disposition are reflected in the current results of operations.
Electric rates could likely require an upward adjustment to provide for the
increased risk to earnings.
4. Electric Cooperative Accounting requirements generally recognize the cost of
removal of a plant asset over its useful life as a component of the depreciation
rate.
The PP&E Accounting Proposal would require that cost of removal be reflected in
the results of operations in the accounting period in which such cost was incurred.

Implementation of this provision would result in increased earnings volatility, as
these costs are reflected in the period they are incurred. Customers using a plant
asset may not be the same customers that pay for the cost to remove that plant
asset.
The detrimental impacts of each item should be carefully considered and weighed against
any identifiable benefits before the AICPA Ac SEC implements the attendant provision of
the PP&E Accounting Proposal for electric utilities. However, if the AICPA AcSEC
believes it should move forward with implementation of the major provisions of the
PP&E Accounting Proposal for electric utilities, including electric cooperatives, Cobb
EMC respectfully request that the certain measures be considered for inclusion in the
final rule.
SPECIFIC MEASURES FOR CONSIDERATION IN FINAL PP&E
ACCOUNTING PROPOSAL:
1. The applicability of Statement #71 for affected enterprises should be
explicitly sanctioned in the final accounting rule.
Statement of Financial Accounting Standards #71 is never mentioned in the
PP&E Accounting Proposal. As a result, it is not clear if or how Statement #71
applies in relation to the PP&E Accounting Proposal.
Explicitly sanctioning the application of Statement #71 could mitigate some of the
detrimental rate-making impacts of the PP&E Accounting Proposal - by allowing
for financial statement recognition of certain rate-making practices regarding
plant cost recovery. Furthermore, a clear explanation of how Statement #71 is to
be applied, regarding, for example, the regulatory assets and liabilities that are
created when rate-making practice for plant accounting varies from GAAP
accounting would provide for consistent financial reporting among electric
utilities.
Specifically, Cobb EMC recommends that, in accordance with Statement #71, the
following differences be recognized on the balance sheet for financial reporting
purposes between rate-making practice and the provisions of the PP&E
Accounting Proposal:
• Rate recovery of PS&I charges, A&G costs, and overheads associated
with construction projects over the useful life of the plant asset.
• Use of group and/or composite depreciation accounting for ratemaking
purposes.
• Deferral of gains and losses associated with normal dispositions of mass
assets for ratemaking purposes.
• Rate Recognition of the cost of removal of a plant asset over the asset’s
useful life.

•

Deferral or advanced accrual of major maintenance costs associated with
planned generation plant outages for rate-making purposes.

2. The regulatory body that has jurisdiction over the cooperative’s rates should
be authorized in the final accounting to make the determination for electric
cooperatives that the use of the group depreciation method approximates the
component method.
The PP&E Accounting Proposal provides in paragraph A48. that in order to use
the group depreciation method, the business entity must demonstrate that the
“gross [plant balances], accumulated depreciation, depreciation expense, and
gains and losses on replacements or disposals of [plant]” under the group
depreciation method are not materially different from results under the component
method.
Cobb Electric Membership Corporation believes that the specified requirements
to use group depreciation should be liberalized.
First, depreciation rates are intended to recover the capital cost in a manner that
reasonable relates to the useful life of the asset. Generally accepted accounting
principles (GAAP) require that depreciation be systematic and rational.
Systematically adopting a system such as the method being proposed in the SOP
would match more closely the expense recognition with consumption; however,
the ability to rationally recover the added depreciation, implementation, and
service costs under such a method make it unreasonable. Regulation, not the
marketplace generally controls revenue for regulatory utilities.
The “group basis” method of accounting for utility plant has been used by utilities
for a long time and is allowed by regulatory bodies for use in the electric plant
accounts. It has become an integral part utility plant accounting because it is a
practical approach given the thousands of units of property existing in utility
plant. Under the group concept electric cooperatives record units in any one
group deteriorate at about the same rate and have the same useful life. For
accounting purpose, each unit (construction or assembly unit) in the group is
assumed to have the same life and be fully depreciated at the end of its useful life
(retirement). No assurance is given that any of the property items in the group
possesses this “average service life”. The assumption is that nearly half the units
in the group are retired early, some are retired around the average life of the group
and the rest retire later than the average life. Electric cooperatives group material
items, which by themselves may not be functional elements, together to form
construction or assembly units, which have a recognizable purpose. Assembly
units are then often grouped together where appropriate to form record units,
which are placed in electric plant. These record units represent a h o m o g e n e o u s
group providing a function reasonably desirable to the operation of an electric
utility. The current concept of continuing property records streamlines plant
accounting and eliminates the need to track individually hundreds of record units,

which may be grouped in the same class. Under the group method, it is essential
that utilities reexamine depreciation accounting practices periodically in order to
ensure that depreciation rates are representative of the group. In 1998, the FERC
eliminated Parts 116 and 216 of their system of accounts, making it possible for
utilities to establish property units for additions and retirements at whatever level
they deemed appropriate so long as they maintained a written log of what they
were doing and applied it consistently . Cobb EMC maintains depreciable
property groups, which are categorized and numbered according to individual
primary plant accounts, specified by the Federal Energy Regulatory Commission
uniform system of accounts.
It is Cobb EMC’s position that property records should be maintained according
to record units and that it might be advantageous to develop these grouped assets
and individual property units wherein the age of each record unit is identified with
original cost and that this cost is removed from plant at retirement rather than
reducing a record unit from a group without giving any recognition to its useful
life. To identify and maintain property by vintage year would result in a better
matching of costs and provide more accurate plant balances, e.g. plant account
balances would more accurately mirror units actually used and useful in the field,
and allow for more accurate depreciation reserves and depreciation expense.
Vintage accounting better matches costs (depreciation) to revenue collected from
members (ratepayers) for the recovery of plant during its useful life. A vintage
accounting approach would be a compromise to having to record and maintain
records on individual components that could add thousands of units to the
continuing property records (CPR’s) and be hard to manage. However, it would
be costly for electric cooperatives to implement, because most cooperative
systems do not have plant accounting systems nor engineering systems capable of
tracing record units to this level. Also, the staffing needed to implement such a
system is generally not there. Current CPR’s and the related work order systems
for Cobb EMC could not support these changes without instituting new policies
governing the installation and removal of units in the field and expanding
procedures that provide for the recording and posting of electric plant transactions
by engineering and accounting personnel. Vintage accounting should only be
considered after a through understanding of the implication of such a change in
method on ratemaking and the electric cooperative industry.
Second, instead of use of a standard of materiality between component and group
depreciation, Cobb EMC recommends that it be demonstrated - by periodic
depreciation studies - that use of depreciation rates under the group method
amortizes the cost of the subject plant assets over the useful lives of those assets.
This demonstration should thus provide adequate assurance that the gross plant
balances, accumulated depreciation, and depreciation expense under the group
method being used are providing for rational, systematic cost recovery of plant
assets, substantially consistent over the assets’ lives with the component method.

Third, the cost of removal of a plant asset over the useful life of that asset, as a
component of the depreciation rate should be allowed provided depreciation rates
reasonably amortize the cost of the plant assets over their useful lives. To show
the cost of removal in the accounting period it was incurred would result in
greater earnings volatility for electric cooperatives and could impair the financial
stability of the cooperative resulting in higher financial costs.
3. Capitalization of overhead in support of construction jobs or projects and
the capitalization of appropriate administrative and general (A&G) costs
should be allowed if in the final accounting these charges uniform to the
FERC Uniform System of Accounts.
The PP&E Accounting Proposal would prohibit capitalization of overheads, PS&I
charges, and A&G costs, with the exception of payroll benefit-related costs,
during the reacquisition, acquisition-or-construction, and in-service stages. Only
directly identifiable costs incurred with independent third parties for specific
PP&E and inventory costs directly related to the construction or installation of
PP&E would be allowed as part of costs of PP&E.
The cost of construction properly includible in the utility plant accounts should
include both the direct and overhead costs. Overhead costs such as engineering,
supervision, general office salaries and expenses, construction engineering and
supervision, law expenses, insurance, injuries and damages, pensions, taxes and
interest should be considered reasonable charges to a particular project, job or unit
provided these overheads reasonably relate to that project, job or unit and that the
costs can be equitably allocated. It is impractical to say that these construction
activities can be carried out without various support services. A large percentage
of this construction is outsourced by Cooperatives to other enterprises and
impossible to monitor. To require support services to be separated on invoices
would be hard to audit and enforce on a consistent basis with vendors. To say
that the indirect incremental costs charged by construction contractors on a job
will be accurately and consistently separated during the construction process by
all contractors is inappropriate. Electric construction contractor businesses are
usually not publicly held and are loosely organized businesses that place only a
small percentage of their operational expenses into accounting systems and other
record keeping functions that could provide the type of tracking required to
identify and report indirect cost consistently and objectively between jobs.
Usually numerous jobs are being worked by an electric contractor concurrently
for the same utility, these jobs may use common equipment, employees, and
material.
Cobb Electric Membership Corporation proposes that existing practices followed
by electric cooperatives remain as they are during the construction stage. The
Cooperative believes that current practices provide for adequate safeguards under
the current regulatory guidelines and accounting pronouncements to permit
reasonable reliable cost allocation of support costs associated with construction of

utility plant. The Cooperative also believes that the current regulatory rate
process, although not perfect, is sound and should not be tampered with, but left
to the federal and state regulatory commissions and other regulatory bodies.
General guidance on preparing financial statements for public utilities and other
companies with regulated operations already exists under FASB No. 71. The
Statement focuses on the type of regulation required for there to be a departure
from GAAP and when rate decisions provide a basis for special accounting
treatment.
Cobb Electric Membership Corporation appreciates the opportunity to comment on the
PP&E Accounting Proposal and respectfully urges the AICPA AcSEC to consider its
views and recommendations.

Frank S. Myers, CPA
j
Senior Vice President, Financial Services
Cobb Electric Membership Corporation

Marc Simon
11/07/2001 08:5 9 AM

To: agadkins@uss.com,
bdrake@kpmg.com,
cdaugherty@ dttus.com ,
james_ross@csx.com,
jbrant@ deloitte.com ,
leonard.gatti@ us.pwcglobal.com ,
lmayshak@ dttus.com,
msimon@aicpa.org,
richard.h.moseley@aexp.com,
rrendino@pgrt.com
cc: Sharon Macey/NY/AICPA@AICPA
Subject: PP&E Comment Letter #74

PP&E C om m ent Letter # 7 4
Forwarded by Marc Simon/NY/AICPA on 11/07/01 0 9:0 2 AM
Mike.Lederer@marquett
e.edu
11/06/01 05:3 6 PM

To: msimon@aicpa.org
cc:
Subject: Exposure Draft...Accounting For
Certain Costs And Activities
Related To Property, Plant And
Equipment

Mr. Simon:
As the Assistant Vice President For Finance/Comptroller for
Marquette University, I wish to go on record and state that the
financial management of the University (a private, non-for-profit
organization) is not in agreement with the Component
Accounting provisions of the above stated exposure draft. Frankly
speaking, the costs associated with implementing this practice
would far outweigh the benefits that would be derived by the
University and the few people that read our financial statements.
We have no objection to being provided with guidelines on when
"certain" costs should be expensed or capitalized (in the event that
the investment extends the life or improves the utility of the asset),
but find no appreciable value in expending the effort to separately
account for and depreciate subjective components of our numerous
campus buildings.

Michael J. Lederer, CPA
Assistant Vice President For Finance/Comptroller
Marquette University
P.O. Box 1881

Milwaukee, WI 53201-1881
Office...414-288-5160

Fax..... 414-288-3104
E-mail.... Mike.Lederer@marquette.edu
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Troup Electric
Membership Corporation
P.O. Box 160
1400 South Davis Road
LaGrange, Georgia 30241
Telephone: (706) 845-2000
Wats: 1 (800) 845-8362
Fax: (706) 845-2020

November 1,2001

Mr. Marc Simon
Technical Manager, Accounting Standards
File 4210.CC
American Institute of Certified Public Accountants
1211 Avenue of the Americas
New York, NY 10036-8775
RE: Exposure Draft - Proposed Statement of Position, “Accounting for Certain
Costs and Activities Related to Property, Plant, and Equipment”
Troup Electric Membership Corporation (Troup) is an electric cooperative providing
electricity to 25,000 member/customers on a not-for-profit basis.
Troup appreciates the opportunity to present comments on the Proposed Statement of
Position referred to above.
Our comments are as follows:
•

The proposed statement appears to take a “one size fits all” position, so as to
require every industry and business to follow the same process without
consideration to whether that process is the best method to provide a proper
matching of revenues and expenses, a most fundamental accounting principle.
We feel the method provided is not the best method of properly matching
revenues and expenses in the electric utility industry, and therefore, a more
appropriate method should be utilized. We believe the Federal Energy Regulatory
Commission (FERC) has spent many years developing accounting procedures for
electric utilities to assure proper matching of revenues and expenses. We further
believe the Uniform System of Accounts developed by FERC is a much better
accounting system for all areas of accounting, not just property, plant and
equipment, and should be considered for the capital-intensive electric utility
business rather than the changes that the proposed statement of position would
r e q u ir e . T h is U n if o r m S y s te m o f A c c o u n ts h a s s e r v e d th e in d u s tr y w e ll f o r m a n y

years and has led electric utilities throughout the nation to utilize the same
methodology. Accordingly, we feel any change would be detrimental to us, other

utilities and users of the financial statements that find comfort in the FERC
Uniform System of Accounts.
•

The proposed statement states “.. .In practice the composite life may not be
determined with a high degree of precision, and hence the composite life may not
reflect the weighted average of the expected useful lives of the asset’s principal
components.” While we agree with the statement above when there are a small
number of components, we also believe that when there are a large number of
small components as found in an electric distribution system, “the composite life
may be determined with a reasonable degree of precision” and would be an
appropriate method of an accounting.

•

We understand that the National Rural Electric Cooperative Association
(NRECA) our national trade association, has provided comments on the proposed
statement and based on our review of a copy of their response, we would like the
record to show that we agree with the comments in the NRECA response.

We appreciate the opportunity to provide comments and respectively request you
consider our views on the proposed statement.

W W f t . ^ O T O N - PRESIDENT/CEO
kb

Comment letter #76

CONCHO VALLEY ELECTRIC COOPERATIVE, INC
Office: (915) 655-6957
Fax: (915) 655-6950
E-Mail: cvec@wcc.net

2530 Pullman Street
P.O. Box 3388
San Angelo, Texas 76902

November 15, 2001
Mr. Marc Simon, Technical Manager, Accounting Standards, File 4210.cc
American Institute of Certified Public Accountants
1211 Avenue of the Americas
New York, NY 10036-8775
Dear Mr. Simon:
This is our cooperative’s response to the exposure draft of a proposed AICPA Statement of
Position (SOP), Accounting for Certain Cost and Activities Related to Property, Plant and
Equipment.
I will address Issue 7, cost of removal as a period expense, and Issue 12, component vs.
composite depreciation.
The electric utility industry is extremely asset intensive. For example, we have almost 49
million dollars in Total Utility Plant for a ten thousand meter cooperative. In Federal Energy
Regulatory Commission (FERC) general ledger account 364, Poles Towers & Fixtures, there are
115,440 items totaling $ 14,829,331. The balance of the Continuing Property Records reflect a
like relationship.
Issue 7: We routinely process work order request for construction of new line. With almost all
new construction comes some element of retirement. Retirement has labor, overhead and
transportation cost related to it. This cost is reflected in our depreciation rates and matched to
our revenue in an on going manner. If this cost is required to be expensed on a monthly basis an
entire industry will be required radically change its approach to accounting and therefore, its
results of operations, for no apparent benefit to the industry, the financial community, the public
or the ratepayers.
Issue 12: As illustrated above, our quantity of assets to provide the service we do is staggering.
The cost to implement a component depreciation system would be astronomical. What will be
gained by undertaking such a project? Nothing.
Your request for comments ask three questions. Do you agree with the conclusion of the
committee? NO! If not, what alternative would you propose? Abandon the proposal as it relates
to the electric utility industry! Why? Nothing in the proposal enhances the public interest for
presentation of fair financial statements as it relates to the electric utility industry.

Sincerely,
Jay L. Byrne, CPA
Sr. Accountant

E ast C e n t r a l O k l a h o m a
E l e c t r ic C o o p e r a t iv e , I n c .
A Touchstone Energy" Partner

October 29, 2001

Mr. Marc Simon
Technical Manager
Accounting Standards, File 4210.CC
American Institute of Certified Public Accountants
1211 Avenue of the Americas
New York, New York 10036 8775
Dear Mr. Simon:
I am writing this letter to voice my objection to the proposed SOP related to accounting
for PP&E.
I believe this proposal is unworkable in the electric utility industry due to the large
number of different units required to construct and maintain plant to serve our customers.
The proposed SOP would require too much record keeping and updating to be achieved
accurately by our work force. One will never be able to make plant accountants of our
lineman.
I ask myself. Why change an accounting system that has worked so well for so long? My
answer is, if its not broken, don’t fix it.
I’m sure other’s have written more elegant technical reasons for not changing the present
accounting system. However, I feel I must also ask that you reconsider your proposal
and at least exclude the electric utility industry from the final rule.
Sincerely

Glenn T. Miller
Accounting Supervisor
East Central Okla. Elect. Coop. Inc.

P.O. Box 1178 • Okmulgee, Oklahoma 74447-1178 • Phone (918) 756-0833

6584 POPLAR AVE.
SUITE 300

Mid-America
Apartment
Communities

MEMPHIS, TN 38138
(901)682-6600
FAX (901) 682-6667

Mr Marc Simon
Technical Manager, Accounting Standards
File 4210.CC
AICPA
1211 Avenue of the Americas
New York, NY 10036-8775
October 29th, 2001

Dear Mr Simon,

June 29, 2001 Exposure Draft: Proposed Statement of Position: Accounting for Certain Costs and Activities
Related to Property Plant and Equipment

Mid-America Apartment Communities is a publicly-traded Real Estate Investment Trust engaged in the
ownership, acquisition, development and construction of apartment communities in the United States.
Our particular concern is that the Statement of Position requires very detailed component accounting. We
spend approximately $20 million annually on capital expenditures at existing properties in projects that cost
more than $1,000. Of this amount, approximately 2/3, or $14 million, is to replace existing items
(“recurring capex”), and the balance is to add new items.
The majority of our assets were put in place through the acquisition of existing real estate. At the date of
purchase we allocated the purchase price between broad asset classes (predominately land, buildings and
personal property), and set the depreciation lives ranging from 5 to 40 years, with the weighted average
being 32 years. With $1.5 billion (gross book value) and 32 year average life we are expensing
approximately $46 million of depreciation annually, and adding approximately $14 million of replacement
capital annually. This seems to be a conservative position, and our investors have so far been comfortable
with this.
As I understand the ED, we would be (effectively) required to go back over our prior investments and
establish detailed component allocation and lives. This will of necessity be highly arbitrary because the
information does not exist to develop an informed approach. It will also be a huge undertaking, requiring an
expensive process, I assume involving consultants. We will have to bring in our accounting firm to perform
a multi-hundred thousand dollar review of our fixed assets and their componentization.
Having wasted money on this exercise, we will then have to hire additional staff to maintain the detailed
records as we add $1,000 assets and write-off the undepreciated balance of replaced assets. I can see hiring
at least two accountants - a $100,000 per annum expense - to handle this.
We will then have to analyze the new component lives - 1 assume increasing the average depreciable lives.
All of this cost and effort will not enhance the value of our financial statements to investors and other users.
Further the investing public is just beginning to understand and be comfortable with Real Estate Investment
Trusts (REITs) as an investment vehicle. This proposal makes unneeded changes that will add confusion.

http://www. maac.net
A New York Stock Exchange Listed Company
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The proposed amendments which modify the accounting methodology prescribed in SFAS 67, Accounting
for costs and Initial Rental Operations o f Real Estate Projects, could also have a serious impact on our
business. It is already difficult to manage development on the balance sheet of a REIT due to the long
gestation period of a moderate-sized development. In other words, holding non-earning assets on the
balance sheet of a public company results in a significant charge to current earnings, which is difficult to
handle in the public arena. Earnings volatility is also exacerbated by development. If we are now to be
barred from capitalizing and/or deferring certain expenses that have previously been capitalized under
SFAS 67, this will result in many REITs ceasing to develop on balance-sheet. This will further force REITs
to use Joint Ventures and other off-balance sheet vehicles to create new developments, resulting in
significant foregone profits, inefficiencies and higher transaction costs. This will raise the development cost
to REITs, and reduce returns to public investors. Therefore the proposal will not accomplishing any
productive end, and merely reduce the return on investment for public investors in REITs.

Sincerely,

Simon R. C. Wadsworth
Chief Financial Officer.

Mid-America
Apartment

Communities

Flint e nergies
......... Solutions for Living

November 2, 2001

Mr. Marc Simon
Technical Manager, Accounting Standards
File 4210.C C
Am erican Institute of Certified Public A ccountants
1211 Avenue of the Americas
New York, New York 1 0 0 3 6-8775
Re: Exposure D ra ft—Proposed Statem ent of Position, "A ccounting for Certain Costs and
A ctivitie s Related to Property, Plant, and Equipm ent"
Dear Mr. Simon:
Flint Energies (Flint) is an electric cooperative
m em ber/custom ers on a not-for-pro fit basis.

providing

e le ctricity

to

6 5 ,0 0 0

Flint appreciates the opportunity to present com m ents on the Proposed Statem ent of
Position referred to above.
Our com m ents are as follow s:
>

The proposed statem ent appears to take a "one size fits all" position, so as to
require every industry and business to fo llo w the same process w ith o u t
consideration to w hether th a t process is the best m ethod to provide a proper
m atching of revenues and expenses, a m ost fundam ental accounting principle. We
feel the m ethod provided is not the best m ethod of properly m atching revenues and
expenses in the electric u tility industry, and therefore, a more appropriate m ethod
should be utilized. We believe the Federal Energy Regulatory Commission (FERC)
has spent m any years developing accounting procedures fo r electric utilities to
assure proper m atching of revenues and expenses. We further believe the Uniform
System of Accounts developed by FERC is a much better accounting system for all
areas of accounting, not ju st property, plant and equipm ent, and should be
considered for the capital-intensive electric u tility business rather than the changes
th a t the proposed statem ent of position w ould require. This Uniform System of

|

Flint Electric

|

| Flint Connections |
| Flint Energy Store |
A n E le c tric M e m b e r s h ip C o o p e r a tiv e
Corporate Headquarters • P.O. Box 308 • Reynolds, Georgia 31076-0308 • Tel.(478) 847-3415 • www.flintenergies.com

Page 2

A ccounts has served the industry w ell for many years and has led electric utilities
throughout the nation to use the same m ethodology. Accordingly, w e feel any
change w ould be detrim ental to us, other utilities and users o f the financial
statem ents th a t find com fo rt in the FERC Uniform System of Accounts.
>

The proposed statem ent states "...In practice the com posite life may not be
determined w ith a high degree of precision, and hence the com posite life may not
reflect the w eighted average of the expected useful lives of the asset's principal
com ponents." W hile w e agree w ith the statem ent above w hen there are a small
number of com ponents, w e also believe th a t when there are a large number of small
com ponents as found in an electric distribution system , "the com posite life may be
determined w ith a reasonable degree of precision" and w ould be an appropriate
m ethod of an accounting.

>

W e understand th a t the National Rural Electric Cooperative Association (NRECA),
our national trade association, has provided com m ents on the proposed statem ent
and based on our review of a copy of their response, w e w ould like the record to
show th a t w e agree w ith the com m ents in the NRECA response.

We appreciate the opportunity to provide com m ents and respectfully request th a t you
consider our vie w on the proposed statem ent.
Sincerely,

Joe B. Cade
President/CEO
JBC:ahs

Flint e nergies
Solutions for Living

November 15, 2001

Mr. Marc Simon
Technical Manager, A ccounting Standards
File 4210.C C
Am erican Institute of Certified Public A ccountants
1211 Avenue of the Americas
New York, New York 100 3 6 -8 7 7 5
Re: Exposure D ra ft—Proposed Statem ent of Position, "A ccounting for Certain Costs and
A ctivitie s Related to Property, Plant, and Equipment"
Dear Mr. Simon:
Flint Energies (Flint) is an electric cooperative
m em ber/custom ers on a not-for-pro fit basis.

providing

e le ctricity

to

6 5 ,0 0 0

Flint appreciates the opportunity to present com m ents on the Proposed Statem ent of
Position referred to above.
Our com m ents are as follow s:
>

The proposed statem ent appears to take a "one size fits all" position, so as to
require every industry and business to fo llo w the same process w ith o u t
consideration to w hether th a t process is the best m ethod to provide a proper
m atching of revenues and expenses, a m ost fundam ental accounting principle. We
feel the m ethod provided is not the best m ethod of properly m atching revenues and
expenses in the electric u tility industry, and therefore, a more appropriate m ethod
should be utilized. We believe the Federal Energy Regulatory Comm ission (FERC)
has spent many years developing accounting procedures fo r electric utilities to
assure proper matching of revenues and expenses. We further believe the Uniform
System of Accounts developed by FERC is a much better accounting system fo r all
areas of accounting, not ju st property, plant and equipm ent, and should be
considered for the capital-intensive electric u tility business rather than the changes
th a t the proposed statem ent of position w ould require. This Uniform System of
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Flint Connections
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A ccounts has served the industry well for many years and has led electric utilities
throughout the nation to use the same m ethodology. A ccordingly, w e feel any
change w ould be detrim ental to us, other utilities and users of the financial
statem ents th a t find com fo rt in the FERC Uniform System of Accounts.
>

The proposed statem ent states "...In practice the com posite life may not be
determined w ith a high degree of precision, and hence the com posite life may not
reflect the weighted average of the expected useful lives of the asset's principal
com ponents." W hile w e agree w ith the statem ent above w hen there are a small
number of com ponents, w e also believe th a t when there are a large number of small
com ponents as found in an electric distribution system , "the com posite life may be
determined w ith a reasonable degree of precision" and w ould be an appropriate
m ethod of an accounting.

>

We understand th a t the National Rural Electric Cooperative Association (NRECA),
our national trade association, has provided com m ents on the proposed statem ent
and based on our review of a copy of their response, w e w ould like the record to
show th a t w e agree w ith the com m ents in the NRECA response.

We appreciate the opportunity to provide com m ents and respectfully request th a t you
consider our vie w on the proposed statem ent.
Sincerely,

Anissa DeRieux
Vice President of Finance & Accounting
AD:ahs

MUSC
MEDICAL UNIVERSITY
OF SOUTH CAROLINA
OFFICE OF GRANTS AND
CONTRACTS ACCOUNTING

19 HAGOOD AVE • STE 608
PO BOX 250806
CHARLESTON • SC 29425
Ph (843) 792-2850
FAX (843) 792-3235
E-Mail: ballba@musc.edu

October 30, 2001

Mr. Marc Simon
Technical Manager, Accounting Standards
File 4210.CC
AICPA
1211 Avenue of the Americas
New York, NY 10036-8775
RE:

Proposed Statement of Position - “Accounting for Certain Costs and Activities Related to
Property, Plant and Equipment”

Dear Mr. Simon:
I am writing to you in order to convey the position of the Medical University of South Carolina (MUSC)
regarding the AlCPA’s proposed statement of position on “Accounting for Certain Costs and Activities
Related to Property, Plant and Equipment.” MUSC is a research-intensive university with a rapidly
growing research base. MUSC’s sponsored awards totaled more than $120,000,000 for fiscal year
2000-2001.
Although MUSC is a publically supported university and would not immediately be affected by the
proposed change, we are concerned that the change would later be applied to public colleges and
universities. Therefore, we support the position of the Council on Governmental Relations (COGR)
that the change would be sufficiently detrimental to colleges and universities. We strongly urge the
Accounting Standards Executive Committee to exempt colleges and universities from the application
of the Statement of Position.
Thank you for the opportunity to comment on this important matter.
Sincerely,

David V. Welch
Director
DVW:bb
dw/pp&e/simon/lt

cc:

John C. Sutusky, Ph.D.
John R. Raymond, M.D.
Mr. William E. Troublefield
Mr. Dillard C. Marshall
Ms. Susan B. Haskill
Mr. Tony DeCrappeo, COGR

“An equal opportunity employer,
promoting workplace diversity’

http://www.musc.edu
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BERKELEY

ELECTRIC COOPERATIVE, INC.
Your Touchstone Energy®Partner

October 31, 2001
Mr. Marc Simon
Technical Manager, Accounting Standards
File 4210.cc
American Institute of Certified Public Accountants
1211 Avenue of the Americas
New York, NY 10036-8775
RE: Exposure Draft - Proposed Statement of Position, “Accounting for Certain Cost and
Activities Related to Property, Plant and Equipment”
Dear Mr. Simon:
Berkeley Electric Cooperative, Inc. is a non-taxable electric cooperative headquartered
approximately 25 miles outside of Charleston, South Carolina. We are a 501 (c) (12)
organization for federal and state taxing authorities. While we are the largest electric
cooperative in South Carolina, we are considerably smaller than investor owned utilities and
serve predominately rural areas.
This letter addresses some of the issues in the proposed SOP stated above. This proposal
would have a dramatic effect on our customer base. Our customers are our members, not
unknown stockholders who may not live in the area we serve. Our members are our
governing body. Therefore, we have an obligation to speak on this issue in their behalf.
We are a borrower from the Rural Utilities Service. Accounting procedures are done in
accordance to GAAP along with RUS Bulletin 1767 B-1. The treatment of gains and losses,
overhead cost and depreciation are done in a manner to comply with our mortgage
requirements. Varying from these requirements would put us in violation of our RUS
mortgage. Other sources of funding are available but would significantly raise our cost of
debt and increase the cost of electricity to our members.
This proposal would also put Berkeley Electric Cooperative, Inc. at a competitive
disadvantage with neighboring electric cooperatives. Our growth rate requires periodic
system improvements and a fairly rapid rate of replacements due to wear and tear. These
costs would have to be made up by our rate base in the year it occurred instead of over time.
Margin volatility would create a situation where rates would be based on needed work
instead of long range planning. Considering neighbor cooperatives do not have the same

Post Office Box 1234
Moncks Corner, SC 29461
(843) 761-8200
(843) 825-3383
Fax (843) 572-1280

Post Office Box 128
Johns Island, SC 29457
(843) 559-2458
Fax (843) 559-3876

Post Office Box 1549
Goose Creek, SC 29445
(843) 553-5020
Fax (843) 553-6761

3745 N. Highway 17
Awendaw, SC 29429
(843) 884-7525
Fax (843) 881-8558

BERKELEY

ELECTRIC COOPERATIVE, INC.

growth rate, they would be able to maintain a level rate base. Commercial and industrial
accounts would be difficult to attract with such volatility.
To our knowledge, there has not been a cost benefit analysis done comparing component to
composite depreciation. As mentioned earlier, we serve the predominantly rural areas around
Charleston. We have 4,500 miles of line that are made of record units. These record units
would have to be broken down to the smallest identifiable component. Our accounting and
plant records would explode exponentially. Labor along with computer and related cost
would also increase just to keep up with the documentation that occurs everyday. There
appears to be very little benefit for our members for such action to be taken.
Most cooperatives are not large enough to have a staff of programmers. Operating software
is maintained by several providers that are located throughout the country. Significant
changes in the accounting, work order, engineering, payroll, inventory, material and other
integrated systems would require more staff by the software provider, which in turn will be
passed through to the members.
The proposed changes will have a dramatic effect on the cost required to supply electricity to
our members, with no increase in benefit or return on their money. Our margins are paid
back to our members in order to maintain our income tax exempt status. The AICPA needs
to take into consideration what the end result will be to the consumer. Are the proposed
changes going to improve the service and lives of our members? What will be gained by
these changes? What will be lost?
Our industry is capital intensive and requires long term planning. Decisions should continue
to be based on the long-term objective of providing service to the customer, not the short
term. The end result of this proposal is the customer pays more. Most customers expect to
get something in return for their money. This proposal provides nothing. We sincerely hope
that these comments will be taken into the greatest consideration in the deliberation of this
proposal.

Sincerely,

Michael Kearney
V. P. Finance and Business Development
MK/jc

COLLEGE
oftheMAINLAND
Lisa A. O’Neal
Internal Auditor

October 26, 2001
Marc Simon
Technical Manager
Accounting Standards
File 4210.CC
AICPA
1211 Avenue of the Americas
New York, NY 10036-8775
Dear Mr. Simon:
I would like to respond to the proposed AICPA Statement of Position (SOP), on Accounting for
Certain Costs and Activities Related to Property, Plant & Equipment (PP&E). Issue 12 is of
particular interest concerning component accounting. I do not agree with component accounting
as a mandatory method of accounting for PP&E. I work for a community college and this is the
year of implementation for GASB 34 and 35, which means that we will value our assets at their
current depreciated value. To further require that we compartmentalize certain assets creates an
unnecessary burden that adds little value to the overall financial statements. I do not believe that
the financial statements taken as a whole will be materially misstated by failing to identify
components.
Thank you for your consideration of this matter.
Sincerely,

Lisa O’Neal, CPA

1200 Am bum Road • Texas City, TX 77591-2499 • 409-938-1211/ 1-888-258-8859 • Fax: 409-938-1306
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November 2, 2001

Mr. Marc Simon
Technical Manager, Accounting Standards
File 4210.CC
American Institute of Certified Public Accountants
1211 Avenue of the Americas
New York, NY 10036-8775
Subject:

Exposure Draft-Proposed Statement of Positions,
"Accounting for Certain Costs and Activities
Related to Property, Plant, and Equipment"

Dear Mr. Simon:
Lamar Electric Membership Corporation (Lamar) is an
electric cooperative providing electricity to 18,000
member/customers on a not-for-profit basis.
Lamar appreciates the opportunity to present comments on
the Proposed Statement of Position referred to above.
Our comments are as follows:
• The proposed statement appears to take a "one size fits
all" position, so as to require every industry and
business to follow the same process without consideration
to whether that process is the best method to provide a
proper matching of revenues and expenses, a most
fundamental accounting principal. We feel the method
provided is not the best method of properly matching
revenues and expenses in the electric utility industry,
and therefore, a more appropriate method should be
utilized. We believe the Federal Energy Regulatory
Commission (FERC) has spent many years developing
accounting procedures for electric utilities to assure
proper matching of revenues and expenses. We

Mr. Marc Simon
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• further believe the Uniform System of Accounts developed
by FERC is a much better accounting system for all areas
of accounting, not just property, plant, and equipment,
and should be considered for the capital-intensive
electric utility business rather than the changes that
the proposed statement of position would require. This
Uniform System of Accounts has served the industry well
for many years and has led electric utilities throughout
the nation to utilize the same methodology. Accordingly,
we feel any change would be detrimental to us, other
utilities and users of the financial statements that find
comfort in the FERC Union System of Accounts.
• The proposed statement states ". . .In practice the
composite life may not be determined with the high degree
of precision, and hence the composite life may not
reflect the weighted average of the expected useful lives
of the asset's principal components." While we agree
with the statement above when there are a small number of
components, we also believe that when there are a large
number of small components as found in an electric
distribution system, "the composite life may be
determined with a reasonable degree of precision" and
would be an appropriate method of an accounting.
• We understand that the National Rural Electric
Cooperative Association (NRECA), our national trade
association, has provided comments on the proposed
statement and based on our review of a copy of their
response, we would like the record to show that we agree
with the comments in the NRECA response.
We appreciate the opportunity to provide comments and
respectively request you consider our views on the proposed
statement.
Sincerely

R aleigh Henry
Manager

University

of

N EW EN G LA N D
October 30,2001
Mr. Marc Simon
Technical Manager
Accounting Standards
File 4210.CC
American Institute of Certified Public Accounts
1211 Avenue of the Americas
New York, NY 10036-8775
RE: Exposure Draft, Proposed Statement of Position, Accounting for Certain Costs and Activities Related to
Property, Plant and Equipment
Dear Marc:
Thank you for the opportunity to provide input to the Accounting Standards Executive Committee’s (AcSEC)
project on property, plant, and equipment (PP&E) accounting. We appreciate the considerable effort that has
been invested in this project, as well as the consideration you give to input received from the field. This letter
provides our comments on the June 20, 2001, Exposure Draft (ED) referenced above.
The issue of cost/benefit is of primary concern to the University of New England. Although it is important that
appropriate standards exist for accounting for PP&E, we are concerned that the requirements of the ED impose
a significant additional cost to preparers without significantly enhancing the overall quality of the information
being presented. We anticipate that it would take a large investment of time and effort to comply with the
elements of the new standard.
We are a small private institution that experienced two major administrative cost impacts in recent years: the
implementation of FASB Statement Nos. 116 and 117 and the acquisition and implementation of new
administrative systems. This new procedure has the potential to require changes to these new systems at a time
when campuses are just getting used to the new environment. We do not understand the benefits warranting the
costs that would be incurred. Stated differently, we do not understand what problem this standard seeks to
address especially as it relates to the not-for-profit environment.
The National Association of College and University Business Officers (NACUBO) has advised us that the issue
of cost/benefit is only one aspect of concern with the ED. Not-for-profit colleges and universities also will have
a problem because of their participation in federally sponsored research programs. These institutions currently
are subject to rules promulgated by the federal Office of Management & Budget (0MB). One such rule appears
in Circular A-21, C ost P rinciples f o r E d u ca tio n a l Institutions. Paragraph J(12)(a)(2) o f A-21 mandates that
Those colleges and universities claiming reimbursement for facilities costs use the same depreciation accounting
?or costing purposes that they use in their GAAP-basis financial statements. Any changes, such as the ones
contained in the ED, would force these institutions to go through a cumbersome disclosure and approval process
Office o f
Business
Services

UNIVERSITY CAM PUS

W ESTBROOK COLLEGE CA M PUS

II Hills Beach Road, Biddeford, Maine 04005-9599

716 Stevens Avenue

Phone 207 283-0171 •Fax 207 294-5907

to implement the changes required by the ED. This could be especially problematic for institutions operating
under multi-year rate agreements. Those institutions would incur the cost of changes needed to comply with the
ED, would incur additional costs in submitting the required disclosures to their federal cognizant agency, and
potentially would be deemed “out of compliance” with the requirements of OMB circular A-21 until their rate
agreements came up for renewal.
NACUBO also advises that for several years now, the higher education industry has been divided from a
financial reporting perspective. As you know, the FASB has promulgated one reporting model for use by notfor-profit institutions, including private colleges and universities, whereas GASB institutions continue to report
using the AICPA’s audit guide for colleges and universities. After several years of trying to wrestle with the
complexities of this situation, relief is on the horizon with the GASB’s issuance of GASB Statement Nos. 34
and 35. These standards significantly close the gap between public and private higher education financial
reporting. It’s not a perfect situation because there remain some differences between the two reporting models.
Still, it’s vast improvement over a situation that will have existed for more than five years between the effective
date of FASB Statement nos. 116 and 117 and the effective date for GASB Statement Nos. 34 and 35. We are
most troubled that this standard, if applied to not-for-profits, would have the effect of creating more differences
between the reporting models that public and private higher education employ.
Based on the various problems identified above, the University of New England asks that the standard, if issued,
be amended so that it is not applicable to not-for-profit organizations. We believe this will not have a negative
impact on the quality and usefulness of college and university financial statements. On the other hand, from a
positive perspective, it will avoid the investment of significant financial resources for this effort as well as the
potential problems created by noncompliance with OMB requirements.
We appreciate this opportunity to comment on this ED and look forward to answering any questions AcSEC
staff members may have about our comments. Please direct your questions to Timothy Kinne, Controller at
207-283-0170, x2328 o r tkinne@une.edu.

Bernard G. Chretien
VP for Business & Finance
BGC/cav
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October 3, 2001
Mr. Marc Simon, Technical Manager,
Accounting Standards, File 4210.CC
AICPA
1211 Avenue of the Americas
New York, NY 10036-8775
Email msimon@aicpa.org
Re: Exposure Draft Proposed Statement of Position (“SOP”) Accounting for
Certain Costs and Activities Related to Property, Plant and Equipment

Dear Mr. Simon:
The Accounting Principles and Auditing Standards Committee of the Florida Institute of
Certified Public Accountants (“the Committee”) has reviewed and discussed the above
referenced “Exposure Draft”. The Committee has the following comments regarding this
exposure draft.
Issue 1
The Committee does not have any significant practice issues or concerns related to the
accounting for contractually recoverable expenditures.
The Committee does not know of other areas addressed in the proposed SOP, with
respect to their application to lessors and lessees of PP&E, that could create conflicts
with existing lease accounting standards.
Issue 2

The Committee agrees with the project stage framework approach.
Issue 3
The Committee believes that the costs of options that are for the express purpose of
extending the time period that an entity may acquire PP&E should be expensed over that
time period. The costs of options that will be used to reduce the purchase price of PP&E
should be capitalized.
Issue 4
The Committee agrees with these conclusions.
Issue 5
The Committee agrees with the conclusion.
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Issue 6
The Committee agrees with these conclusions.
Issue 7
The Committee agrees with this conclusion.
Issue 8
The Committee agrees with these conclusions.
Issue 9
With respect to the first question, the Committee believes that the costs of restoring
PP&E’s service potential should not be capitalized because it would be inconsistent with
the position stated in Issue 8.
With respect to the second question, the Committee does not believe that the built-in
overhaul method is appropriate.
Issue 10
With respect to the first question, the Committee believes that the guidance is
appropriate.
With respect to the second question, the Committee believes that additional guidance on
what kinds of changes in intended use constitute a “pattern” would be helpful in applying
these paragraphs of the proposed SOP.
Issue 11
With respect to the first question, the Committee disagrees with the conclusion that an
entity should accumulate costs differently for similar assets depending on whether the
asset is sold outright or leased to a lessee under a sales-type lease or leased to a lessee
under an operating lease. The Committee raised the question as to how an entity could
accumulate costs differently for similar assets if the entity did not know the form the
transaction would take until it occurs.
In response to the second question, the Committee believes that there should be a
presumption that the assets should be initially accounted for all as inventory and apply
the inventory cost accumulation rules.
Issue 12
The Committee agrees with this approach.

Florida Institute of C ertified Public A ccountants
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Issue 13
The Committee disagrees with this approach because it affects the comparability of the
financial statements by inflating depreciation expense. As an alternative, the Committee
believes the net book value of the replaced PP&E should be reported as a loss.
Issue 14
The Committee agrees with this approach.
Issue 15
The Committee does not have an opinion on this issue.
Issue 16
The Committee agrees with this approach and with the choice of the two alternatives
from which the election is to be made.
Issue 17
The Committee believes that the ordering of allocation methods is appropriate.
Issue 18
The Committee agrees with this approach.
Issue 19
The Committee believes that the difference should be reported as a cumulative effect type
adjustment. Under this alternative, the comparability of the financial statements will not
be affected.
General Comments
The Committee appreciates the opportunity to share our views and concerns. Members
of the Committee are available to discuss any questions that you may have regarding this
communication.
Very Truly Yours,

Patrick F. Gannon, CPA, Chairman
FICPA Accounting Principles and Auditing
Standards Committee
C ommittee M embers C oordinating this R esponse :

McClendon N. Waters, Jr., CPA
Helen Painter, CPA
\\kr\sys\wp\mp\pfg\ppeexpdf.doc
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October 29, 2001

Mr. Marc Simon
Technical Manager, Accounting Standards
File 4210.CC
AICPA
1211 Avenue of the Americas
New York, NY 10036-8775
Dear Mr. Simon:
We appreciate the opportunity to comment on the AcSEC’s exposure draft, Accounting
for Certain Costs and Activities Related to Property, Plant, and Equipment (the ED).
We do not support every aspect of the ED. In particular, we do not support issue 7 that
states, “costs of removal, except for certain limited situation demolition costs, should be
charged to expense.”
We believe that in certain situations, costs of removal should be capitalized rather than
expensed. Specifically, we believe that demolition/removal costs are an integral part of
the new asset that is being placed into service whether that demolition relates to a
replacement/betterment or a newly acquired asset.
We base this belief on the following discussion points:
> We believe that the capitalization of demolition costs referenced above is consistent
with Issue 2 of the ED that states “the proposed guidance is presented in terms of a
project stage framework and on the basis of the kinds of activities performed during
the stages defined in the proposed SOP rather than on whether an expenditure fits
into certain classification categories.” We believe that once an asset is constructed
and in the in-service stage, if a betterment/replacement (in our terminology, a
remodel) is undertaken, the asset is back in the acquisition-or-construction stage. A
remodel is not maintenance, but, rather, a reconstruction. As indicated in paragraph
33 of the ED, if a warehouse is acquired and the interior is gutted, these costs would
be capitalized as part of the building. We see no difference when we have a store
that has been in operation for a number of years and a major remodel is undertaken.
If the interior of the store is gutted as part of the remodel, we believe the costs of
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Bloomingdale’s by Mail, Ltd. • Macy’s by Mail
Macys.Com • Fingerhut

Mr. Marc Simon
October 29, 2001
Page 2

gutting a store undergoing a remodel is no different than the cost of gutting a newly
acquired store. These demolition costs are capitalizable as a cost incurred to get
the asset ready for its intended use.
> Consistent with Financial Accounting Standards Board (FASB) Statement No. 34,
Capitalization of Interest Cost, AcSEC concluded in paragraph A23 of the ED that
the capitalization period should commence when the asset is no longer in operations
and “activities necessary to get the property ready for its intended use” comence and
should cease when those activities are suspended, when the asset is placed back
into operations. In a major store remodel, the section of the store, or in some cases
the entire store, under construction ceases to be in operations when the renovation
begins and is placed back into service when the renovation is complete. The
removal/demolition costs incurred during this removal stage occur within the defined
capitalization period described above as they are the first costs incurred after the
asset is no longer used in operations and cease by the time the asset is placed back
into service. In addition, removal costs are avoidable costs of construction as
management could choose to forego the remodel and continue to operate the store
(i.e., assets) in its current condition.
> Removal costs are incremental and directly attributable to construction activities. As
mentioned above, removal activities are the first step in the renovation process.
Without the removal process, the new assets would not be able to be placed into
service. As such, we believe that the cost of removal is incurred on behalf of the
new assets rather than as representing the last costs of the removed assets’ life
cycle.
> Paragraphs 32 and A20 of the ED conclude that property taxes, insurance, and rents
are deemed to be avoidable and directly attributable to activities that are necessary
to get the asset ready for its intended use. We believe that removal costs meet
these criteria much more clearly since they are being incurred for the express
purpose of preparing the location for the new asset. Without the construction of the
new asset, the removal costs would not be incurred.
> We also believe that there is a blurred line trying to break out the cost of a project
between demolition and asset replacement. Many times, the removal and
replacement activity overlaps so as to make it difficult to determine where one
activity ends and the other activity begins. As this allocation is subject to individual
interpretation, it is unlikely to produce comparable results across companies. This
also provides a significant disincentive for companies to allocate costs to removal
activities.
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Based on these points, we believe that removal/demolition costs expended in an effort
to perform the construction of new assets (e.g., a remodel of an existing store), be
capitalized as part of the cost of the new assets.
We appreciate the opportunity to respond to the ED. If you have questions about our
response or wish to discuss further any of the matters addressed herein, please contact
me at 513/579-7740.

Joel Belsky
JB:tlg
c:

Karen Hoguet, CFO, FDS

November 2, 2001

East-C entral Iowa
R ural E lectric
C ooperative

Mr. Marc Simon
Technical Manager, Accounting Standards
File 4210.CC
American Institute of Certified Public Accountants
1211 Avenue of the Americas
New York, NY 10036-8775
Re:

APrairieStar Partner

Exposure Draft - Proposed Statement of Position, “Accounting for
Certain Costs and Activities Related to Property, Plant, and
Equipment”

Dear Mr. Simon:
East-Central Iowa REC appreciates the opportunity to submit written
comments regarding the above-referenced Proposed Statement of Position
(PP&E Accounting Proposal) to the Accounting Standards Executive
Committee (AcSEC) of the American Institute of Certified Public
Accountants (AICPA).
2400 Bing Miller Lane
PO Box 248
Urbana, IA 52345-0248
(319) 443-4343
TOLL FREE 1-877-850-4343
FAX (319) 443-4359
e-mail: ecirec@ecirec.com
website: www.ecirec.com

East-Central Iowa REC is an electric cooperative in Iowa, providing
electricity to approximately 7,700 consumers-owners in ten counties.
Since East-Central Iowa REC operates within the capital-intensive electric
utility industry, the PP&E Accounting Proposal would significantly
impact East-Central Iowa REC accounting policies.
East-Central Iowa REC is required to follow accounting requirements
promulgated by the Rural Utilities Service (RUS). The PP&E Accounting
Proposal raises significant rate-making, operational, and accounting
concerns for East-Central Iowa REC. The most significant problem is the
accounting inconsistencies between this proposal and the RUS Uniform
System of Accounts and attendant RUS regulations and interpretations
(collectively, Electric Cooperative Accounting Requirements). The PP&E
Accounting Proposal and the attendant detrimental impacts to East-Central
Iowa REC include the following:
•

TM

Electric Cooperative Accounting Requirements specify capitalization
of overheads in support of construction projects and permit
capitalization of an appropriate portion of administrative and general
(A&G) costs. In addition, Electric Cooperative Accounting
Requirements specify capitalization of preliminary investigation and

survey (PS&I) charges. The PP&E Accounting Proposal would
prohibit capitalization of overheads, PS&I charges, and A&G costs.
Implementation of these provisions would result in the unfavorable
outcome of increased earnings volatility, as these overhead, PS&I
charges, and A&G costs are expensed, rather than capitalized. We
estimate the impact to our financial statements for these items to be
approximately $105,300 on an annual basis. Approximately 18% of
this amount relates to overheads, 68% relates to A&G costs, and 15%
relates to PS&I charges. Furthermore, from the standpoint of rate
making fairness, failure to capitalize these costs would inequitably shift
the burden of collection of these costs from customers using the plant
asset over its useful life to customers during the construction of the
plant asset.

East-C entral Iowa
R ural E lectric
C ooperative
APrairieStar Partner

2400 Bing Miller Lane
PO Box 248
Urbana, IA 52345-0248
(319) 443-4343
TOLL FREE 1-877-850-4343
FAX (319) 443-4359
e-mail: ecirec@ecirec.com
website: www.ecirec.com

TM

•

Electric Cooperative Accounting Requirements prescribe use of the
group method of depreciation for plant assets. The PP&E Accounting
Proposal would require use of depreciation accounting by component,
defined as “a tangible part or portion of [plant] that can be separately
identified as an asset and depreciated or amortized over its own
separate expected useful life.” The PP&E Accounting Proposal
generally prohibits the use of a group method of depreciation, unless it
can be shown by the entity that the asset balances and operating results
under the group method is not materially different from that obtained
under the component method. Implementation of this provision
would require administrative reorganization to comply with the data
collection requirements, as well as installation of expensive automated
accounting systems. In addition, determination of material
differences between the component and group accounting methods
would require record-keeping for both methods, adding significantly to
plant record-keeping costs. The estimated costs to upgrade automated
systems and provide additional administrative record-keeping and data
input is approximately $100,000 in one-time costs and $40,000 on an
annual basis, respectively.
Electric Cooperative Accounting Requirements, consistent with group
depreciation accounting convention, generally prescribe that gains and
losses on normal dispositions of mass assets be closed to the
accumulated depreciation account, under the theory that over time
gains and losses will net out. The PP&E Accounting Proposal would
require that gains and losses be reflected in results of operations in the
current accounting period. Implementation of this provision would
result in increased earnings volatility, as gains and losses on plant
disposition are reflected in the current results of operations. Losses
closed to the accumulated depreciation account averaged $317,814
over the past four years, varying from $219,520 in loss to $411,352 in

loss. Our electricity rates would likely have to be raised to provide for
this increased uncertainty of earnings.
•

East-C entral Iowa
R ural E lectric
C ooperative
APrairieStarPartner

Electric Cooperative Accounting Requirements generally recognize
the cost of removal of a plant asset over the useful life of that asset, as
a component of the depreciation rate. The PP&E Accounting Proposal
would require that cost of removal be reflected in the results of
operations in the accounting period in which such cost was incurred.
Cost of removal incurred over the past five years has averaged
$105,000. Implementation of this provision would result in increased
earnings volatility, as cost of removal is reflected in a single
accounting period. Furthermore, from the standpoint of rate-making
fairness, failure to recognize cost of removal over the asset’s life
would inequitably shift the burden of collection of these costs from
customers using the plant asset to customers during the retirement of
the plant asset.

Each of the above accounting inconsistencies poses operational problems
for East-Central Iowa REC. The detrimental impacts of each item should
be carefully considered and weighed against any identifiable benefits
before the AICPA AcSEC implements the attendant provision of the
PP&E Accounting Proposal for electric utilities.

2400 Bing Miller Lane
PO Box 248
Urbana, IA 52345-0248

East-Central Iowa REC appreciates the opportunity to provide comments
on the PP&E Accounting Proposal and respectfully urges the AICPA
AcSEC to consider our views. If you have any questions on our
comments, please feel free to contact me at (319) 443-4355 ext 428.

(319) 443-4343
TOLL FREE 1-877-850-4343
FAX (319) 443-4359
e-mail: ecirec@ecirec.com
website: www.ecirec.com

Chief Financial Officer
East-Central Iowa REC
PO Box 248 - Urbana, IA 52345
319.443.4355 Ext. 428
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October 29, 2001
Mr. Marc Simon
Technical Manager, Accounting Standards
File 4210.CC
American Institute of Certified Public Accounts
1211 Avenue of the Americas
New York, NY 10036-8775
RE:

Accounting for Certain Costs and Activities Related to Property, Plant, and Equipment

Dear Mr. Simon:
Copper Valley Electric Association, Inc. is a member-owned electric utility serving 3,500
customers in the Valdez and eastern interior regions of the state of Alaska. CVEA’s service
territory is approximately 23,000 square miles.
CVEA is responding to the PP&E Accounting Proposal on behalf of our membership. The
Proposal raises significant ratemaking, operational, and accounting concerns for all electric
cooperatives, especially one as unique as CVEA. Electric utility rates are determined through
cost of service studies that are based on defined cost elements contained in a Uniform System of
Accounts, which electric utilities are legally required to follow, promulgated by the Federal
Energy Regulatory Commission (FERC), or in the case of CVEA, the Rural Utilities Service
(RUS). The RUS Uniform System of Accounts is substantially similar to that of the FERC.
The majority of electric utilities account for the effects of rate regulation in accordance with
Statement #71, following specific guidance contained in the Uniform System of Accounts.
General rate-making principles provide that a utility, with the approval of its regulator, defer or
accelerate the rate recognition of certain current-period costs in order to avoid spikes in the level
of electricity rates. This proposal would likely impact our consumer electric rates adversely by
raising rates and producing rate fluctuations. Our residential consumers currently pay an average
of over 17 cents per kWh. This is twice the average rate per kWh in the contiguous
United States
The PP&E Accounting Proposal would prohibit capitalization of overhead costs, preliminary
survey and investigation costs (PS&I), and administrative and general (A&G) costs. This change
would have a significant impact on our earnings, as these costs would be expensed in the current
year. Failure to capitalize these costs would inequitably shift the burden of collection of these
CVEA’s Mission: Be the energy supplier of choice.
Goals and Objectives: Reduce power cost to Customers, Increase energy sales, Develop new income producing products and
services, and Build member relations through Customer satisfaction and grassroots support.
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costs from customers using the plant asset over its useful life to customers during the
construction of the plant asset.
Electric cooperative accounting requirements prescribe the use of group and/or composite
methods of depreciation for plant assets. CVEA operates four generating stations and distributes
energy over 400 miles of distribution lines and 106 miles of transmission line. Separately
identifying each component as an asset and depreciating each one separately over its useful life
would indeed be a laborious, time-consuming, and expensive chore. There is significant doubt
as to whether that can even be accomplished with any accuracy, as some of these installations are
45 years old.
Group depreciation accounting generally prescribes that gains and losses on normal disposition
of assets be credited or charged to the accumulated depreciation account under the theory that,
over time, gains and losses will net out. The proposed change would require that gains and
losses be reflected in the current accounting period. Again, this provision would result in
increased earnings volatility.
The current recognized practice of accounting for the cost of removal of a plant asset is to
amortize it over the useful life of that asset as a component of the depreciation rate. The
proposal would require that the cost of removal be reflected in the current period of operations.
This again would result in increased earnings volatility and would inequitably shift the burden of
collection of these costs from customers using the plant asset to customers during the retirement
of the plant asset.
CVEA feels very strongly that the proposed rule is burdensome, costly to implement, and
contrary to the interests of our member-consumers. We respectfully request that the AICPA
AcSEC consider our views and the views of other electric utilities before issuing the proposed
changes.
CVEA appreciates the opportunity to provide comments on the PP&E Accounting Proposal. We
may be reached at (907) 822-3211 if there is any further information that we can provide.
Sincerely yours,

Robert A. Wilkinson, CPA
Chief Executive Officer
Copper Valley Electric Association, Inc.
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Excelsior Electric
Membership Corporation
Post Office Box 297
Metter, Georgia 30439-0297
Telephone: (912) 685-2115
Fax: (912) 685-5782

November 5, 2001
Mr. Marc Simon
Technical Manager, Accounting Standards
File 4210.CC
American Institute of Certified Public Accountants
1211 Avenue of the Americas
New York, NY 10036-8775

RE:

Exposure Draft - Proposed Statement of Position, “Accounting for Certain Costs and
Activities Related to Property, Plant, and Equipment”

Dear Mr. Simon:
Excelsior Electric Membership Corporation (Excelsior EMC) is an electric cooperative providing
electricity to 20,000 member-consumers on a not-for-profit basis. Excelsior EMC appreciates
the opportunity to present comments on the Proposed Statement of Position referred to above.
Our comments are as follows:
The proposed statement appears to take a “one size fits all” position, so as to require
every industry and business to follow the same process without consideration to whether
that process is the best method to provide a proper matching of revenues and expenses, a
most fundamental accounting principle. We feel the method provided is not the best
method of properly matching revenues and expenses in the electric utility industry, and
therefore, a more appropriate method should be utilized. We believe the Federal Energy
Regulatory Commission (FERC) has spent many years developing accounting procedures
for electric utilities to assure proper matching of revenues and expenses. We further
believe the Uniform System of Accounts developed by FERC is a much better accounting
system for all areas of accounting, not just property, plant and equipment, and should be
considered for the capital-intensive electric utility business rather than the changes that
the proposed statement of position would require. This Uniform System of Accounts has
served the industry well for many years and has led electric utilities throughout the nation
to utilize the same methodology. Accordingly, we feel any change would be detrimental
to us, other utilities and users of the financial statements that find comfort in the FERC
Uniform System of Accounts.
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SATELLITE TV AT ITS BEST
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November 5, 2001
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The proposed statement states, “.. .In practice the composite life may not be determined
with a high degree of precision, and hence the composite life may not reflect the
weighted average of the expected useful lives of the asset’s principal components.”
While we agree with the statement above when there are a small number of components,
we also believe that when there are a large number of small components as found in an
electric distribution system, “the composite life may be determined with a reasonable
degree of precision” and would be an appropriate method of an accounting.
We understand that the National Rural Electric Cooperative Association (NRECA) our
national trade association, has provided comments on the proposed statement and based
on our review of a copy of their response, we would like the record to show that we agree
with the comments in the NRECA response.

We appreciate the opportunity to provide comments and respectively request you consider our
views on the proposed statement.
Sincerely,

Gary T. Drake
General Manager
/mlt

ASSOCIATION
O F AM ERICAN
RAILROADS

November 7, 2001

Mr. Marc Simon
Technical Manager, Accounting Standards
File 4210.CC
American Institute of Certified Public Accountants
1211 Avenue of the Americas
New York, NY 10036-8775
Dear Mr. Simon:
The Association of American Railroads (AAR) appreciates the opportunity to comment
on the exposure draft of AcSEC’s Statement of Position, Accounting for Certain Costs
and Activities Related to Property, Plant, and Equipment (Statement). The AAR
represents the interests of the major (Class I) railroads in the United States, Canada and
Mexico as well as Amtrak. Its members operate 71 percent of U.S. rail route miles,
employ 88 percent of rail employees, and generate 91 percent of U.S. rail freight
revenues. The AAR acts as the rail industry’s clearinghouse regarding matters that affect
its members, including operations, maintenance, safety, theoretical and applied research,
economics, finance, accounting, data systems, legislation, and public affairs. In this
regard, the AAR and its member railroads address the relevant financial accounting
issues concerning public and regulatory reporting.
The railroad industry is regulated by the Surface Transportation Board (STB). As such,
for accounting practices railroads follow the Uniform System of Accounts for Railroad
Companies (USOA) prescribed by the STB (see Title 49 - Transportation Code of
Federal Regulations, Subchapter C, Part 1201, Subpart A, Paragraphs 4-1 through 4-2).
Furthermore, railroads utilize the USOA as the guideline for inputs to the costing model
for rate setting, contract negotiation and settlement.
The rail industry is the most capital intensive industry in North America. As noted in the
April 15, 2001 edition of Fortune magazine, railroads have a 2.64 ratio of assets to
revenues, compared for example to 1.4 for automotive manufacturing and 0.66 for
trucking, a major competitor of railroads. Also, the U.S. Bureau of the Census found for
1999 that Class I railroads’ capital expenditures as a percentage of revenues were
approximately 20 percent compared to an average for the manufacturing industry of 4
percent. Capital expenditures made by the North American rail industry totaled in excess
of $100 billion for the period 1983 through 2000. Investment in property, plant and
equipment (PP&E), principally represents a contiguous network of track. For U.S. and
Canadian Class I railroads, this network consists of approximately 390,000 miles of rail,
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600 million crossties and billions of tons of ballast, and rolling stock of 430,000 freight
cars and locomotives.
We understand and support the efforts of AcSEC to provide additional guidance in
accounting for capital costs. However, because we are a very capital intensive industry
whose assets comprise a contiguous network system, a number of issues you have
identified cause us concern. We believe the Statement as proposed would have
consequences that are in conflict with the desired goals of new accounting standards,
namely to improve the relevance and reliability of accounting information and to do so in
a manner that meets the cost/benefit requirements of new standards. We believe that our
current practices represent a logical application of existing GAAP that have provided
relevant, reliable and transparent accounting information to our financial statement users
for many years. In your document accompanying the proposed Statement, you identified
19 issues that you requested respondents to comment on. We have identified herein for
your consideration our comments and observations on the following issues that are of the
most concern to our industry.

Accounting for Costs Incurred: Issue No. 4
The proposed Statement specifies that only costs directly identifiable to specific PP&E
are capitalizable as PP&E. The directly identifiable costs are payroll, depreciation and
equipment utilization costs, inventory, and incremental direct costs incurred with
independent third parties. It also states that general and administrative (G&A) and
overhead costs incurred, including all costs of supporting functions, should be charged to
expense.
Response
The railroad industry is extremely capital intensive with large net book values and
significant annual capital expenditures. Most of the railroad industry’s assets are selfconstructed, primarily because the construction work is specialized and can be done more
efficiently in-house. In addition, unlike many other industries, the railroad industry has a
significant union workforce that limits our flexibility to contract with third parties.
The industry agrees that costs identified in the four categories described in Issue 4 should
be capitalized if they directly benefit capital projects. However, we are concerned with
how these categories of costs are defined in paragraph 24 of the Statement. In order to
plan, design, engineer and manage the extensive number of capital projects continuously
in process, railroads have developed internal infrastructures that directly relate to capital
project activities. Activities conducted by this internal infrastructure include
design/engineering/planning, project supervision, procurement and inventory
management, timekeeping/payroll and project accounting. The costs of these activities
would not be incurred if we did not construct our own assets. These costs are clearly
incremental as they vary with the level of capital programs.
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These internal infrastructure costs related to asset construction are difficult to assign
directly to individual projects without incurring prohibitive reporting costs. To resolve
those problems, the railroads have, over time, developed very sophisticated methods of
allocating these asset construction costs to specific capital projects, based upon direct
labor and materials incurred. These methods have been, and continue to be, the subject
of annual independent audit and significant regulatory review.
We do not believe internal capital project infrastructure costs in the railroad industry
should constitute general and administrative costs or overhead as defined by the proposed
Statement and be precluded from capitalization. We understand that it is more difficult to
accumulate the total cost of a self-constructed asset. However, we believe that the total
cost of an asset is the only appropriate cost to be capitalized for an asset, whether it is
self-constructed or purchased. Although it is difficult to make a comprehensive list of all
activities and costs that are necessary to acquire and construct an asset in all industries,
we believe AcSEC could provide more general guidelines that each industry could
interpret and apply. For example, we would add to the list provided in paragraph 28(b):
occupancy costs, including depreciation and utilities, rents and taxes which is either (a)
directly related to employees who devote time to PP&E acquisition or construction stage
activities, or (b) used directly in the acquisition or construction of PP&E, to the extent
those costs directly relate to the acquisition or construction of PP&E. We believe similar
guidance could be provided for employee-related costs (payroll, etc.) for personnel
providing support or management of acquisition or construction stage activities (e.g.,
design and engineering, purchasing, project accounting).
We do not believe that the model in SOP 98-1 is an appropriate model to follow for selfconstructed assets. Part of the basis for excluding indirect costs from the cost of
capitalized internal-use software was the lack of a good system to capture and assign
these costs. We agree that this is probably true for writing software. However, the
railroad industry has systems in place to capture and allocate costs to capital projects.
These systems have been used for many years and have withstood scrutiny from our
independent auditors. Moreover, we also believe that these indirect costs for internal-use
software are not as significant as they are in the realm of asset construction.
Total costing is more widely recognized in GAAP in accounting for tangible assets. We
are concerned that the proposed Statement’s position on overhead costs would depart
from the approaches of ARB 43 and SFAS Nos. 34, 67 and 143.
•

ARB 43 (Chapter 4) states that for inventory “cost means in principle the sum of the
applicable expenditures and charges directly or indirectly incurred in bringing an
article to its existing condition and location” (Statement 3). Paragraph 5 states
“general and administrative expenses should be included as period charges, except for
the portion of such expenses that may be clearly related to production and thus
constitute a part of inventory costs (product charges).. .It should also be recognized
t h a t th e e x c lu s io n o f a ll o v e r h e a d s f r o m in v e n to r y c o s ts d o e s n o t c o n s titu te a n

accepted accounting procedure.” The proposed Statement (paragraphs 47 and 48)
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allows for this accounting treatment even if a company applies some of its inventory
to a capital asset.
•

SFAS 34 (paragraph 42) states “measuring acquisition cost of a self-constructed or
produced asset is not as simple as measuring the acquisition cost of a purchased asset,
but,.. .the objective should be the same - to obtain a measure of cash flow service
potential that is supported by objective evidence. For such assets, therefore,
acquisition cost should include all the cost components incurred by the enterprise to
acquire the asset.” Similar to this logic, we believe that a measure of acquisition cost
that includes all the cost components incurred by an enterprise is likely to be more
useful to financial statement users than one that does not. Further, we believe that
among the components which should be included in acquisition cost are certain costs
that fall outside the Statement’s definition in paragraph 28(b) that are directly related
to capital projects and would be avoided if capital projects could be completely
outsourced by the rail industry.

•

SFAS 67 (paragraph 7) states “project costs clearly associated with the acquisition,
development, and construction of a real estate project shall be capitalized as a cost of
that project. Indirect project costs that relate to several projects shall be capitalized
and allocated to the projects to which the costs relate.” Indirect project costs are
defined to include “construction administration...legal fees, and various office costs
that clearly relate to projects under development or construction. Examples of office
costs that may be considered.. .are cost accounting, design, and other departments
providing services that are clearly related to real estate projects.”

•

SFAS 143 (paragraph A20.b.) requires that the valuation of an asset retirement
obligation include overhead costs. Further, this recently issued statement (paragraph
B42) recognizes that “current accounting practice includes in the historical-cost basis
of an asset all costs that are necessary to prepare the asset for its intended use.”

The proposed Statement is inconsistent with the concept of capitalizing the incurred cost
of assets prevalent throughout GAAP. Because the railroad industry is so capital
intensive, a lack of appropriately capitalizing costs will result in material over and under
statements of earnings in certain periods. That is, the costs of the capital project
infrastructure will be single period costs, while the benefit of these costs will occur over
the long lives of the constructed assets.
Other industries, not bound by union constraints, have more flexibility to contract with
third parties. Therefore, we believe that allowing the capitalization of the same kind of
overhead costs incurred by paying them to a third party while disallowing overhead costs
for self constructed assets will result in inconsistencies in cost and practice.
In summary, we believe that the models provided by ARB 43, SFAS 34 and SFAS 67 are
m o r e a p p r o p r ia te ly e x te n d e d to P P & E p r o je c ts th a n th e m o d e l f o llo w e d b y S O P 9 8 -1 .

We believe that all costs directly attributable to a specific unit of property should be
capitalized. In general, costs that would be avoided if asset construction were eliminated
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should be capitalized, and we request that the proposed Statement be clarified with
respect to these types of costs.

Accounting for Costs Incurred: Cost to Remove - Issue No. 7
The proposed Statement concludes that removal costs, except for certain limited
demolition costs, should be charged to expense as incurred.
Response
The railroad industry treats the removal costs for track structure (crossties, rail, other
track material and ballast rock that form the roadbed for rail traffic) differently than the
removal costs for other assets. For track structure, estimated removal costs reduce the
assumed salvage value in the calculation of the depreciation rate. This treatment is
appropriate because the cost to remove is a material cost that is necessary to harvest the
salvage value. This convention is also required by the USOA and is applied uniformly
and consistently throughout the railroad industry.
Depreciating assets to a salvage value is a long-standing and well-understood accounting
convention. ARB 43, Chapter 9C, paragraph 5, defines depreciation accounting as “a
system of accounting that aims to distribute the cost or other basic value of tangible
capital assets, less salvage (if any), over the estimated useful life of the unit (which may
be a group of assets) in a systematic and rational manner. It is a process of allocation, not
valuation.” Statement of Financial Accounting Concepts No. 5, paragraph 86.c. states
“some expenses, such as depreciation and insurance, are allocated by systematic and
rational procedures to the periods during which the related assets are expected to provide
benefits.” Depreciation results in the allocation of the net cost of the asset (gross
purchase price less value at retirement, or salvage) over the life of the asset.
We believe that when removal costs represent a significant reduction to the salvage value,
they should be included in the estimated salvage value used to calculate depreciation.
That is, the salvage value to which an asset is depreciated should be net salvage. To
exclude these significant costs results in an understatement of the depreciation expense
of the asset during its life with the offset being the recognition of the entire amount of
these costs at the end of the life of the asset. This results in overstated net income during
the operating life of an asset because of using a salvage value that cannot be obtained.
We believe that depreciating to net salvage value is more consistent with the theories
expressed in ARB 43 and Concept Statement 5.
Moreover, there appears to be an inconsistency within the Statement: demolition costs as
defined in the glossary must be net of salvage, but salvage value in depreciation
calculations cannot be net of cost to remove. We believe that this inconsistency is best
remedied by allowing salvage estimates used in calculating depreciation rates to be net of
removal costs.
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In conclusion, we believe that our current practice related to cost to remove for normal
recurring track structure replacements is more consistent with current GAAP and results
in more relevant and reliable information for the users of our financial statements.
Therefore, we request that the proposed Statement be modified to allow net salvage to be
used in calculating depreciation.
Component Accounting: Issues No. 6 and 12 - 1 4
Rail Industry Assets and Accounting Practice
As discussed in our introductory comments, PP&E for the U.S. and Canadian Class I
railroads consists principally of a contiguous track network, including approximately
390,000 miles of rail, 600 million crossties and billions of tons of ballast, and rolling
stock of 430,000 freight cars and locomotives. A key characteristic of the network and
the rolling stock is that they are composed of large numbers of homogeneous units or
components. This characteristic perpetuates as railroads generally self construct or
acquire their capital assets in large quantities. For example, the industry replaces
thousands of miles of track structure each year at an average cost of over one million
dollars per mile. Similarly, railroads do not purchase single freight cars, but rather
hundreds at a time. These decisions on the replacement of PP&E are determined from
extensive testing and analysis done by railroad industry engineers. We are concerned
that, especially in capital intensive industries, adoption of the Statement may result in
greater consideration being given to the financial aspect of an asset (i.e., remaining book
value) in making PP&E replacement decisions.
Uniformly, the industry uses group depreciation for its PP&E. This practice is driven by
four factors. First, the rail industry believes that group depreciation is the most accurate
reflection of the rail industry’s PP&E and operations. Second, group depreciation is the
most efficient method to periodically allocate the cost of large masses of homogeneous
assets. The efficiency is in comparison to the cost of tracking millions of individual
assets. Third, the group method has long been recognized under GAAP, as expressed in
the parenthetical language “(which may be a group of assets)” in ARB 43, Chapter 9c,
Paragraph 5. (Refer to our quote from Paragraph 5 included above in our comments on
Issue 7). Finally, group depreciation is required by the STB, as specified in their USOA.
The rail industry believes that group depreciation is superior to the proposed component
accounting depreciation because of the information it provides on the period cost of
railroads’ PP&E. Since the number of individual assets is so great and the factors that
cause retirement do not act upon them equally, the specific life of any individual
component cannot be predicted when it is acquired. However, the average life and the
dispersion about that average can be reasonably estimated using statistical methods. This
is, of course, the basis of group depreciation. Those same statistical methods will have to
be the basis used for estimating life under component accounting depreciation. However,
using an estimated average life, the dispersion will always result in some early
retirements, which, under component accounting depreciation, will “frontload” expense
prior to the average life of a group, by recognizing in expense the net book value (NBV)
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of those early retirements, and reduce expense after the average life, when all late retiring
assets in the group remain in productive service but are already fully depreciated. We
believe, due to this “frontload” effect, component accounting depreciation accounting
will significantly distort the rail industry’s depreciation expense and provide less
meaningful reporting to the users of our financial information.
Component accounting will also reduce comparability within the railroad industry. If
under the Statement railroads are required to increase the degree of componentization,
comparability will be lost. It is not likely that each railroad will be uniform in the
selection of what constitutes a component. For example, track assets are comprised of
rail, crossties and ballast. Each railroad would need to decide how to define a
component. For rail, it could be any length: a foot, a mile, two miles, etc. For crossties,
it could be “each” or some specific minimum quantity. For ballast, which is essentially
rocks, each railroad would likely define a component based on its interpretation of the
quantity of rock associated with the length of rail it had chosen as a component. These
different choices of definition of a component will lead to very different capitalization
results. The current practice relies on STB approved “units of property” that define the
components for railroad assets and provide a high degree of comparability among
railroads.
Implementation Costs
In addition to the lack of benefit frofn component accounting, the rail industry is
particularly concerned about the cost of implementation and on-going compliance with
the Statement. From an information technology perspective, implementation of the
Statement will require modifications to the rail industry’s existing PP&E accounting
systems (Systems). These modifications will provide new functionality and processing
capacity for categorizing additional levels of components and for estimating and
recording the book value of individual assets. Additionally, the investment and
accumulated depreciation amounts now contained in the Systems’ historical records will
have to be redistributed between existing and new component categories. These Systems
are already very large and complex, currently utilizing approximately three million lines
of code and containing over 40 million historical records. They are extensively
interrelated with other electronic systems (engineering planning and project estimation,
material acquisition, payroll, accounts payable, general ledger, etc.), many of which will
also require significant modification to accommodate new component categories.
The implementation of the Statement will have a broader impact than Systems
modification. Accounting and field operations staff will need to develop new reporting
policies and practices to allow tracking not only with an increased number of component
categories, but the staff will have an even greater burden of tracking the installation and
retirement of each individual asset within all categories. Implementing those practices
will be costly, involving a large training effort, and will be further complicated by the
d is p e r s io n a c r o s s th e e n tir e ty o f N o r th A m e r ic a o f th e a s s e ts a n d th e f ie ld p e r s o n n e l w h o

monitor them.
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After implementation, complying with the Statement will require permanent increases in
information technology capacity and staff to maintain the Systems and in field operations
and accounting staff to track, record and analyze a greatly increased volume of
transactions. The actual cost of all this can only be estimated at a high level, given the
overall uncertainty for each railroad of the final form of componentization they will
choose for their assets. Based on our past experience with significant modification to the
Systems, and including the implementation costs for accounting and field operations, but
excluding any hardware requirements for processing capacity, we believe, conservatively,
the implementation cost for the eight major North American railroads alone will exceed
150 man years. Additionally, we estimate the on-going effort to comply with the
Statement will require permanent additional staff in excess of 30 people.
Group Depreciation in the Industry
Group depreciation, as practiced by the rail industry, begins with the segregation of these
large groups of assets into approximately 100 categories of like assets (e.g. rail by
weight, crossties as wood or concrete, ballast by traffic density, freight cars by type and
size, locomotives by horsepower, etc.) distinguished by vintage year. This is the same
level of detail that is used for tax purposes. These like categories are the subject of
recurring depreciation studies conducted, for the majority of railroads, by independent
depreciation specialists. A study consists of rigorous analysis of each of the like
categories, including:
•
•
•
•

historical retirement patterns
observation of the property
information gained from engineering studies
future trends and industry changes

This analysis develops the expected life and net salvage for each of the like categories,
which are used to determine the depreciation rate. Although the like categories consist of
homogeneous units, the service lives experienced by these units vary widely.
Retirements of individual assets occur as a result of many different forces such as
obsolescence, deterioration, wear and tear, changes in demand, inadequacy, etc. The
impact of these forces produces retirements of like assets at ages that range from only a
few years to approximately twice the average life experienced by the group. The analysis
also provides an estimate of required accumulated depreciation for each like category, not
each individual item, as of the date of the study based on the updated life expectancy and
net salvage parameters. Differences between the requirement and actual accumulated
depreciation are recorded prospectively to depreciation expense since they are the result
of changes in estimates.
Depreciation studies are subject to stringent review by the railroad’s independent
accounting firm and are subject to the final review and approval by the STB.
Under group depreciation normal gains and losses are charged to accumulated
depreciation. Because an average life for the whole group is being used, it is not
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appropriate to calculate a gain or loss due to the variation one unit may experience from
this average. We have asked William M. Stout, P.E., President of Gannett Fleming
Valuation and Rate Consultants, Inc. to provide a technical comparison of component and
group depreciation, which is found in Attachment A of this letter.
Charges that result from casualties have not been significant. A recent study of four
years’ casualties incurred by the industry found these charges netted to less than one-half
percent of depreciation expense recorded in the same period. Conversely, railroads do
break from group depreciation and record gains and losses within their income statements
when the gain or loss is significant. The Annual Report disclosures for Class I railroads
specifically include the effect of significant gains or losses on the retirement of assets as
explanations for income statement line item variances from period to period. These
include significant dispositions of branch lines or rolling stock. In addition, each
railroad’s summary of significant accounting policies includes a discussion of when
gains/losses impact accumulated depreciation and when they impact net income. This
allows users complete information for analysis.
Control Over PP&E and Idle assets
We disagree with the assertion in the Statement’s paragraph A44 e. that “Control over
PP&E may be reduced because detailed records may not be used.” The level of detail for
property records maintained is not governed by the method. Detailed records are
maintained by the rail industry to effectively manage the extremely large asset base, to
support the depreciation studies, and to meet regulatory requirements. We also disagree
with the Statement in paragraph A44 f., “If individual property units become idle,
depreciation on those idle units may not be determined with the same precision as if those
units were depreciated individually.” In the rail industry, identification of idle assets,
under either method, would not be practical at the individual unit level. Under both
methods, material groups of idle assets would be identified and handled in an identical
manner.
Responses to Specific Issues
Issue 12 - If a component has an expected useful life that differs from the expected useful
life of the PP&E asset to which it relates, the component should be accounted for
separately and depreciated or amortized over its separate expected useful life.
Issue 13 - When existing PP&E is replaced or otherwise removed from service and the
replacement is capitalized, the NB V of the replaced PP&E should be charged to
depreciation expense in the period of replacement.
Issue 14 - The proposed Statement requires the use of component accounting to
depreciate identified components over their respective expected useful lives. Those
v a r io u s c o n v e n tio n s u s e d to d e p r e c ia te a s s e ts a r e a c c e p ta b le o n ly i f th e y r e s u lt in

approximately the same gross PP&E, depreciation expense, accumulated depreciation,
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and gains or losses on disposals of PP&E as the component accounting method required
by this proposed Statement.
Response
The railroad industry is concerned with the possible interpretations of these requirements
of the Statement. To record a gain or loss on the retirement will require estimation of the
NBV. To estimate the NBV, the age of the asset being retired must be known or
estimated. Given the impracticality of tracking each individual ballast rock or crosstie
due to the massive number of detailed records that would be required, at a prohibitive
cost to implement and maintain, it will be impossible to know which actual asset or
which actual installation vintage is being retired. Therefore, railroads would have to
develop methods to estimate age. Under the proposed Statement, the estimation method
employed by each railroad would differ from each other, yielding different estimated
ages and resultant NBV’s, resulting in reduced comparability of financial statements
between railroads. Additionally, these age estimation methods would be very subjective.
The objectivity of the group depreciation method, provided by the periodic studies
described earlier, results in a much better estimate of costs associated with PP&E.
The railroad industry believes the approximate 100 categories of like assets described
above take into account the different life characteristics of the assets that make up a
railroad and represent a reasonable level of detail.
Component accounting for large groups of homogeneous assets is impractical and will
result in distortion of expense and reduction in comparability of financial statement
information. As previously discussed, the industry’s current asset categories take into
account the different life characteristics of the various assets that make up a railroad. In
addition, component accounting will require significant costs to implement and maintain.
Therefore, we request the proposed Statement be modified to allow group depreciation
where the population of long-lived homogeneous assets, such as those found in the
accounts of regulated, capital intensive industries, is large enough to allow the application
of widely used statistical techniques.

Transition: Issues 16 -19
The proposed Statement provides two alternatives to implementation. In addition, the
pertinent net book value is to be reallocated but not adjusted in total.
Response
We believe that we have presented strong arguments and concerns that warrant reflection
as to the impact of the provisions of the Statement on the railroad industry. However,
should this Statement be issued in its current form or with appropriate modifications, we
are of the opinion that only one transitional alternative in adopting its provisions should
be allowed. This alternative should be the retroactive application with a cumulative
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effect recorded for the difference between the net book values pre and post adoption. The
rationale for having one sole transitional alternative is that it enhances the comparability
of financial results between reporting periods and entities operating in a common
industry.
Prospective treatment is counter to the fundamental concept of having comparative
accounting policies between reporting periods and unfairly burdens future results of
operations since:
•
•

Prospective indirect overheads are required by the Statement to be expensed
Depreciation expense continues to be incurred on indirect overheads that
continue to form part of the capital base since they occurred prior to the
adoption of the Statement

For these two reasons, the retroactive application with a cumulative effect adjustment
conforms to the concept of having similar accounting policies, while alleviating the
double-charge to future results of operations. This alternative is the only way to
implement the proposed changes required by the Statement, while adhering to
comparable and consistent financial statement presentation. We believe that this
alternative should be encouraged with an effective date that is at minimum, in effect at
the beginning of an entity’s fiscal year, twenty-four months following the date of
issuance of this Statement. This period is the minimum time necessary to change
accounting policies, revise current practices and implement the arduous changes to our
fixed asset information systems. We appreciate the presence of the prospective
alternative due to the difficulty in recasting the financial numbers for certain entities. If
recasting information stemming from retroactive application is deemed impossible, then
prospective application should be allowed.

Overall Summary and Conclusion
This comment letter is the first time that the railroad industry has collectively responded
to a proposed accounting standard. This unprecedented response demonstrates our level
of concern with this proposed Statement.
We have attempted to illustrate the uniqueness of accounting for the assets of a network
industry. Our letter outlines our practices and the basis for our conclusion that these
practices result in accounting measurements related to PP&E that are comparable to or
better than those that would be produced by applying the proposed Statement. In
addition, we believe that any perceived improvement to be gained from the proposed
Statement would come at a great cost to our industry. Indeed, in many instances, we are
not yet sure how we would apply some aspects of the Statement to our network assets. In
summary, we believe that our accounting practices result in the best possible combination
o f: ( 1 ) r e le v a n t a n d r e lia b le f in a n c ia l s ta te m e n t in f o r m a tio n a n d (2 ) th e c o s ts b o r n e to

achieve it.
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The railroad industry’s accounting practices in this area are long-standing and based on
sound accounting theory. They are applied consistently throughout the industry, lending
a comparability to our financial statements that is well-recognized and relied upon by our
users. We believe that the proposed Statement would erode this comparability.
We hope we have successfully added to your understanding of the issues our industry
faces with this proposed Statement. We would be happy to provide additional
information, including meeting with AcSEC or its working groups.
Respectfully submitted,
The AAR Railroad Accounting Officers General Committee

Dennis R. Johnson
Vice President and Controller
Burlington Northern Santa Fe Corporation
Fort Worth, Texas

Serge Pharand
Vice President and Controller
Canadian National Railway Company
Montreal, Quebec, Canada

Brian Grassby
Vice President and Controller
Canadian Pacific Railway Company
Calagary, Alberta, Canada

James L. Ross
Vice President and Controller
CSX Corporation
Jacksonville, Florida

Louis G. Van Hom
Vice President and Comptroller
Kansas City Southern Railway Co,
Kansas City, Missouri

John C. Miller
Vice President & Controller
CP Rail System - Soo Line Railroad Co.
Minneapolis, Minnesota

Richard J. Putz
Vice President and Controller
Union Pacific Corporation
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Attachment A

A Comparison of Component and Group Depreciation
For Large Homogeneous Groups of Network Assets
Prepared for the Association of American Railroads
By William M. Stout, P.E., President
Gannett Fleming Valuation and Rate Consultants, Inc.

INTRODUCTION
Depreciation is the expense recognition of the cost of assets that provide an
economic benefit over a period that is greater than a year. Depreciation represents a
measure of the loss in this economic benefit or value of the asset in each year that it
provides service. “Depreciation accounting,” as defined by the American Institute of
Certified Public Accountants, “is a system of accounting that aims to distribute cost or
other basic value of tangible capital assets, less salvage (if any), over the estimated useful
life of the unit (which may be a group of assets) in a systematic and rational manner. It is
a process of allocation, not valuation.” Thus, rather than a determination in each year of
the value that remains, the original cost less salvage is allocated to each year using a
method of allocation, e.g. straight line.
The determination of depreciation expense for a single item, unit or component is
a relatively straightforward process. (The terms unit and component depreciation are used
interchangeably in this paper). The cost of the item, less its estimated salvage value, is
divided by its estimated service life. In the event the asset is retired prior to the estimated
life, the book value remaining, after recognition of any salvage costs or recoveries, is
charged as an expense in the year of retirement. If the asset remains in service beyond
the estimated life, depreciation expense ceases inasmuch as the full cost of the asset has
been recorded to expense.
The determination of depreciation expense for large homogeneous groups of
assets such as the assets of railroads or public utilities is a more complex process. It is
not possible to account for the depreciation expense of each and every asset required to
provide railroad service over thousands of miles. Instead, the calculation of depreciation
expense for such large groups of assets requires (1) the segregation of the assets into
logical depreciable groups, e.g., ties, based on the function and nature of the assets, and
(2) the use of averages: average salvage and average service life. Standard, or uniform,
systems of accounts are used in many industries to classify or segregate the assets into
homogeneous groups. Average values are required because all of the assets in the groups
of similar function and nature do not experience the same service life or realize the same
s a lv a g e v a lu e . T h a t is , d e s p ite th e f a c t th a t th e a s s e ts in th e g r o u p a r e r e la tiv e ly

homogeneous, they experience lives and salvage values that are dispersed over a wide
range. Generalized survivor curves are used to describe the dispersion of lives over time.
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SYSTEMS OF ACCOUNTS
Most, if not all, capital-intensive regulated industries classify their assets in
accordance with a uniform system of accounts (USOA) promulgated by their regulator,
i.e., the Surface Transportation Board, the Federal Energy Regulatory Commission, the
Federal Communications Commission, etc. These systems of accounts prescribe the
capital accounts to be used and the type of assets to be included in each account. For
example, in the railroad industry, there are separate accounts for grading, ties, rail,
ballast, signals, communications equipment, locomotives, freight-train cars, etc.
Most of these accounts contain thousands or millions of like items that have been
installed over a long period of time. Millions of like items because of the thousands of
miles of network (rail lines, electric transmission lines, gas pipelines, etc.) with the same
type of assets used in mile after mile. A long time, because most of the assets used by
these industries in providing service to their customers are long-lived assets.
The uniform systems of accounts also set forth definitions of depreciation and the
manner in which it is to be determined. All of the systems of accounts require the use of
group straight-line depreciation.
GENERALIZED SURVIVOR CURVES
The dispersion of retirements experienced by railroad and public utility property
groups is described using systems of generalized survivor curves. The most commonly
used are the Iowa survivor curves. These curves were developed at Iowa State University
using statistical analyses of actual retirements of various types of industrial property
including railroad ties.
The Iowa curves consist of four families of curves. There are a total of 22
generalized curves in these four families. The families are defined by the relationship of
the mode of retirement, the age at which the largest percent of property is retired, to the
mean or average life of the group. Curves in which the mode of retirement occurs prior
to, or graphically to the left of, average life are known as left-mode or L type survivor
curves. S type or symmetrical curves are those in which the mode and mean occur at the
same age. R type or right-mode curves are those in which the mode occurs after the
average life. O type curves are those in which the greatest frequency of retirement occurs
immediately or at the origin. The curves within each family are distinguished by the
height of the mode of the frequency curve. The variation in the height of the mode
results in curves that have narrow dispersion and curves that have wide dispersion of
retirements.
T h e I o w a c u r v e s h a v e r e p e a te d ly p a s s e d te s ts o f th e ir a b ility to d e s c r ib e th e

dispersion of assets retired within groups of industrial property.
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DEPRECIATION STUDIES
The same regulators that establish the USOA’s for these industries also require
the preparation of periodic depreciation studies. Such studies are submitted, reviewed
and approved by the regulators. The regulators issue orders pursuant to these reviews
that specify the annual depreciation accrual rates to be used by the company.
Depreciation studies conducted for railroads and public utilities consist of
statistical analyses of historical retirements for each group of property, reviews of the
operation and condition of the property, discussions with management regarding its
outlook for the assets, and comparisons with the estimates made for the same asset group
by other companies. The results of the statistical analyses are similar to those obtained
by an actuary analyzing the mortality of human beings. The results are interpreted and
extrapolated using generalized survivor curves. Depreciation studies are conducted every
three to six years in order to discern any changes in probable average service lives or net
salvage values. Further, calculations of the theoretical accumulated provision for
depreciation are compared with the actual accumulated provision on a more regular basis
to ascertain the need for an updated study prior to its normal schedule.
The results of depreciation studies indicate service lives for the individual assets
within the homogeneous groups analyzed that vary widely. That is, although the assets
within the group are basically the same, a tie is a tie is a tie, the period of time during
which they are in service can range from 1 year to 100 years or more. The forces of
retirement that act on these assets are numerous and act in varying degrees on different
assets. It is not possible when a group of assets is first installed to predict which specific
assets will remain in service for 10 years, which will remain in service for 20 years, etc.
However, the results of depreciation studies permit a statistical forecast of the portion of
the group that will live to each age and, from that forecast, the ability to determine the
overall average life of the group.
COMPONENT AND GROUP DEPRECIATION FOR A SINGLE VINTAGE
As noted previously, the networks of assets used to provide rail and utility
services have been installed over a period of many years and experience relatively long
lives. Within each group of like assets, the property added during a single year of
installation is referred to as a vintage of assets.
The application of the component or unit method of depreciation and the group
method of depreciation for a single vintage or installation year will be illustrated with an
example as presented in Table 1 attached. In the example, ties with a cost of $100,000
are added during the year. The ties survive in accordance with the Iowa 25-S2 survivor
curve. The 25-S2 has a 25-year average life. The S2 survivor curve is a symmetrical
curve with a wide dispersion and is similar to the normal distribution. Salvage is ignored
in o r d e r to s im p lif y th e e x a m p le .

3

The cost of ties from this single vintage that survive at the beginning of each year,
based on the 25-S2, is shown in column 2 of Table 1. The cost retired in each year is
presented in column 4 and is the difference between succeeding amounts in column 2.
The depreciation expense under group depreciation in column 3 is determined by
applying the annual depreciation accrual rate of 4 percent to the surviving balance in
column 2. The depreciation expense using the group concept is proportional to the
property in service. That is, the amount of expense is proportional to the service being
rendered, as represented by the property in service, and, therefore, to the benefit received.
The depreciation expense under unit or component depreciation, as shown in
column 7 of Table 1, consists of two components. The first component is the
depreciation expense based on group depreciation, column 2, and the second component
is the loss on retired property, column 6. The loss on retired property is calculated by
subtracting the accumulated depreciation related to the retired property, column 5, from
the cost retired in column 4. The accumulated depreciation is the cost retired multiplied
by the ratio of its age at retirement to its estimated life, 25 years. For example, the
accumulated depreciation related to the $793 retired at age 10 is calculated by
multiplying $793 by the ratio of 10 over 25 or 40 percent. Forty percent of $793 is $317,
the amount shown in column 5 at age 10.
The second component, or the loss, is the presumed value of the retired asset that
was not recorded to expense during its life. Under unit or component depreciation, this
amount is also recorded as depreciation expense in the year of retirement. As a result, at
age 25, the full cost of assets that did not live to the average life has been recorded as
expense. Further, at age 25, the full cost of assets that will live beyond age 25 also has
been recorded as expense. Thus, under component depreciation, there is no depreciation
expense recorded for this vintage in years 26 through 50.
Both the component and group depreciation methods record the full cost of the
vintage of ties to expense. The component method records all depreciation expense
between the time the property is installed and the time the property attains an age equal to
its average life. No depreciation expense is recorded subsequent to the average life,
despite the fact that significant property continues to render service. The group method
records depreciation expense throughout the life cycle of the vintage or installation year
in proportion of the amount of property rendering service.
The group method better reflects a matching of the expense recorded with the
benefit received from this group of ties. The bundle of services purchased with the
investment of $100,000 is the dollar-years of service rendered by the group. In total,
2,500,000 dollar-years of service are purchased. The dollar-years of service are the
investment of $100,000 multiplied by the average life of 25 years. The component
method attributes greater service in each year to the assets that have lives that are shorter
than the average life as compared to the assets that have lives that are longer than the
a v e r a g e life .

T h e g r o u p m e th o d a ttr ib u te s e q u a l s e r v ic e in e a c h y e a r to a ll a s s e ts . F o r

example, in the first full year of service, there are 100,000 dollar-years of service
rendered by the group and $4,000 of depreciation expense is recorded. In year 25, there
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are 50,000 dollar-years of service rendered and half as much depreciation expense,
$2,000, is recorded. Group depreciation results in depreciation expense that is
proportional to the service rendered.
COMPONENT AND GROUP DEPRECIATION FOR MULTIPLE VINTAGES
The extension of the single vintage example of Table 1 to multiple vintages is
presented in Tables 2 and 3. Component depreciation for multiple vintages is shown in
Table 2 and group depreciation is presented in Table 3. Each vintage survives in
accordance with the 25-S2. The period of comparison of depreciation expense is 2001 to
2010 and includes all vintages for which depreciation expense is recorded under each
method.
In Table 2, the component depreciation expense for a vintage by age from column
7 of Table 1 is arrayed for each of the years 1976 through 2010. There is no depreciation
expense for years prior to 1976 inasmuch as the cost of these vintages has been fully
recorded to expense prior to 2001 under component depreciation. The amounts in
columns 2 through 11 opposite each installation year in column 1 are the same amounts
by age as those developed in Table 1. The summation of these amounts for each of the
years 2001 through 2010 is shown opposite the Total line at the bottom of the table. The
total for each year is $100,000, the same amount as invested in each year.
The group depreciation expense for a vintage by age from column 2 of Table 1 is
arrayed for each of the years 1951 through 2010 in Table 3. The amounts in columns 2
through 11 opposite each installation year in column 1 are the same amounts by age as
those developed in Table 1. The summation of these amounts for each of the years 2001
through 2010 is shown opposite the Total line at the bottom of the table. The total for
each of the years 2001 through 2010 is $100,000, the same amount as invested in each
year.
The total amounts for each year from Tables 2 and 3 are carried forward to Table
4. The comparison in Table 4 indicates that total depreciation expense for all vintages for
each year 2001 through 2010 is the same under both component and group depreciation.
Component depreciation records depreciation expense for half of the vintages that remain
in service. Group depreciation continues to record depreciation expense for all vintages
that remain in service.
VARIATIONS FROM ESTIMATED SURVIVOR CURVE
As demonstrated above, group depreciation provides for better matching of
depreciation expense with the service rendered and, over a period of time, results in
annual depreciation expense that is the same as the depreciation expense that results from
component depreciation. In the examples, vintages survived in accordance with the
e s tim a te d s u r v iv o r c u r v e , th e 2 5 -S 2 .
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In reality, the cost of ties and other assets do not survive exactly in accord with
the estimated survivor curve. Minor variations tend to offset over time or, if there is a
trend toward longer or shorter lives, periodic depreciation studies appropriately adjust the
depreciation expense going forward. In the event that there is a substantial variation from
the estimated survivor curve as a result of retirements in one year, group depreciation can
and does accommodate expense recognition of the loss. Such recognition of
extraordinary retirements as a loss is appropriate. Recognition of the typical variability
of service lives within homogeneous asset groups as a loss, as is done under component
depreciation, is inappropriate.
CONCLUSION
Railroad and public utility properties consist of large numbers of assets. These
assets make up long-lived networks of many thousands of miles that are constantly being
renewed. These assets are classified into homogeneous groups of similar function and
nature based on systems of accounts promulgated by regulators. Periodic depreciation
studies are conducted of these assets in order to insure that depreciation expense reflects
the services rendered by the assets. Generalized survivor curves have proven effective in
describing the life characteristics of such assets.
Unit or component depreciation is appropriate for single items of property. But,
railroad and utility assets do not represent single items of property. They represent very
large networks of assets. Group depreciation has been used for these assets for many
years consistent with requirements of regulators and generally accepted accounting
principles.
For long-lived network assets, component depreciation records the full cost of a
vintage as expense by the time the vintage reaches its average life, leaving no expense to
be recognized for the service rendered by assets that live beyond the average life. Group
depreciation, in contrast, records the full cost of a vintage in proportion to the service
rendered by the assets. For multiple vintages, as is the case for the typical group, the
depreciation expense in any year becomes the same under component and group
depreciation.
Component depreciation recognizes losses for every retirement that occurs prior
to the average life of a group. Such recognition does not represent a true economic loss
when viewed from the perspective of a large group of networked assets. Retirements
from large groups of homogeneous assets will always be dispersed about an average with
some retired prior to the average and others surviving beyond the average. If such
retirements are substantial and deviate from the estimated survivor curve, a loss can and
should be recognized under group depreciation. Otherwise, periodic depreciation studies
should be relied on to insure that the amount of depreciation expense recorded in each
year, based on group depreciation, reflects the service rendered by the assets.
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ASSOCIATION OF AMERICAN RAILROADS
TABLE 1. COMPARISON OF DEPRECIATION EXPENSE
USING UNIT AND GROUP METHODS FOR A SINGLE INSTALLATION YEAR
ACCOUNT 8, TIES, BASED ON A 25-S2 SURVIVOR CURVE
Total
Group
Retirement
Unit
Depreciation
Accumulated
Expense
Survivors
Expense
Cost
Loss
Depreciation
(3)=(2)x0.04 (4)i=(2)(i)-(2)(i-1) (5)=(4)x(1)/25 (:6)=(4)-(5) (7)=(3)+(6)
(2)

Age
(1)
0
1
2
3
4
5
6
7
8
9
10
11
12
13
14
15
16
17
18
19
20
21
22
23
24
25
26
27
28
29
30
31
32
33
34
35
36
37
38
39
40
41
42
43
44
45
46
47
48
49
50
Total

100,000
100,000
99,998
99,987
99,953
99,876
99,726
99,471
99,075
98,500
97,707
96,660
95,329
93,685
91,707
89,384
86,708
83,684
80,324
76,648
72,684
68,468
64,042
59,454
54,755
50,000
45,245
40,546
35,958
31,532
27,316
23,352
19,676
16,316
13,292
10,617
8,293
6,315
4,671
3,340
2,293
1,500
925
529
274
124
47
13
2
1
-

2,000
4,000
4,000
3,999
3,998
3,995
3,989
3,979
3,963
3,940
3,908
3,866
3,813
3,747
3,668
3,575
3,468
3,347
3,213
3,066
2,907
2,739
2,562
2,378
2,190
2,000
1,810
1,622
1,438
1,261
1,093
934
787
653
532
425
332
253
187
134
92
60
37
21
11
5
2
1
0
0
-

2
11
34
77
150
255
396
575
793
1,047
1,331
1,644
1,978
2,323
2,676
3,024
3,360
3,676
3,964
4,216
4,426
4,588
4,699
4,755
4,755
4,699
4,588
4,426
4,216
3,964
3,676
3,360
3,024
2,675
2,324
1,978
1,644
1,331
1,047
793
575
396
255
150
77
34
11
1
1

0
1
5
15
36
71
127
207
317
461
639
855
1,108
1,394
1,713
2,056
2,419
2,794
3,171
3,541
3,895
4,221
4,511
4,755

2
10
29
62
114
184
269
368
476
586
692
789
870
929
963
968
941
882
793
675
531
367
188
-

2,000
4,000
4,002
4,009
4,027
4,057
4,103
4,162
4,232
4,308
4,384
4,453
4,505
4,537
4,539
4,505
4,432
4,315
4,154
3,948
3,700
3,413
3,093
2,745
2,378
2,000

100,000

100,000

38,313

11,687

100,000

ASSOCIATION OF AMERICAN RAILROADS
TABLE 2. DEPRECIATION EXPENSE FOR THE YEARS 2001-201C
USING THE UNIT METHOD WITH MULTIPLE INSTALLATION YEARS
ACCOUNT 8, TIES, BASED ON A 25-S2 SURVIVOR CURVE

Installation
Year
(1)
2010
2009
2008
2007
2006
2005
2004
2003
2002
2001
2000
1999
1998
1997
1996
1995
1994
1993
1992
1991
1990
1989
1988
1987
1986
1985
1984
1983
1982
1981
1980
1979
1978
1977
1976
1975
1974
1973
1972
1971
1970
1969
1968
1967
1966
1965
1964
1963
1962
1961
1960
1959
1958
1957
1956
1955
1954
1953
1952
1951
Total

2001
(2)

2,000
4,000
4,002
4,009
4,027
4,057
4,103
4,162
4,232
4,308
4,384
4,453
4,505
4,537
4,539
4,505
4,432
4,315
4,154
3,948
3,700
3,413
3,093
2,745
2,378
2,000

100,000

2002
(3)

2,000
4,000
4,002
4,009
4,027
4,057
4,103
4,162
4,232
4,308
4,384
4,453
4,505
4,537
4,539
4,505
4,432
4,315
4,154
3,948
3,700
3,413
3,093
2,745
2,378
2,000

100,000

2003
(4)

2,000
4,000
4,002
4,009
4,027
4,057
4,103
4,162
4,232
4,308
4,384
4,453
4,505
4,537
4,539
4,505
4,432
4,315
4,154
3,948
3,700
3,413
3,093
2,745
2,378
2,000

100,000

Total Depreciation Expense
2004
2005
2006
(5)
(6)
(7)

2,000
4,000
4,002
4,009
4,027
4,057
4,103
4,162
4,232
4,308
4,384
4,453
4,505
4,537
4,539
4,505
4,432
4,315
4,154
3,948
3,700
3,413
3,093
2,745
2,378
2,000

100,000

2,000
4,000
4,002
4,009
4,027
4,057
4,103
4,162
4,232
4,308
4,384
4,453
4,505
4,537
4,539
4,505
4,432
4,315
4,154
3,948
3,700
3,413
3,093
2,745
2,378
2,000

100,000

2,000
4,000
4,002
4,009
4,027
4,057
4,103
4,162
4,232
4,308
4,384
4,453
4,505
4,537
4,539
4,505
4,432
4,315
4,154
3,948
3,700
3,413
3,093
2,745
2,378
2,000

100,000

2007
(8)

2,000
4,000
4,002
4,009
4,027
4,057
4,103
4,162
4,232
4,308
4,384
4,453
4,505
4,537
4,539
4,505
4,432
4,315
4,154
3,948
3,700
3,413
3,093
2,745
2,378
2,000

100,000

2008
(9)

2,000
4,000
4,002
4,009
4,027
4,057
4,103
4,162
4,232
4,308
4,384
4,453
4,505
4,537
4,539
4,505
4,432
4,315
4,154
3,948
3,700
3,413
3,093
2,745
2,378
2,000

100,000

2009
(10)

2,000
4,000
4,002
4,009
4,027
4,057
4,103
4,162
4,232
4,308
4,384
4,453
4,505
4,537
4,539
4,505
4,432
4,315
4,154
3,948
3,700
3,413
3,093
2,745
2,378
2,000

100,000

2010
(11)
2,000
4,000
4,002
4,009
4,027
4,057
4,103
4,162
4,232
4,308
4,384
4,453
4,505
4,537
4,539
4,505
4,432
4,315
4,154
3,948
3,700
3,413
3,093
2,745
2,378
2,000

100,000

ASSOCIATION OF AMERICAN RAILROADS
TABLE 3. DEPRECIATION EXPENSE FOR THE YEARS 2001-201C
USING THE GROUP METHOD WITH MULTIPLE INSTALLATION YEARS
ACCOUNT 8, TIES, BASED ON A 25-S2 SURVIVOR CURVE

Installation
Year
(1)
2010
2009
2008
2007
2006
2005
2004
2003
2002
2001
2000
1999
1998
1997
1996
1995
1994
1993
1992
1991
1990
1989
1988
1987
1986
1985
1984
1983
1982
1981
1980
1979
1978
1977
1976
1975
1974
1973
1972
1971
1970
1969
1968
1967
1966
1965
1964
1963
1962
1961
1960
1959
1958
1957
1956
1955
1954
1953
1952
1951
Total

2001
(2)

2,000
4,000
4,000
3,999
3,998
3,995
3,989
3,979
3,963
3,940
3,908
3,866
3,813
3,747
3,668
3,575
3,468
3,347
3,213
3,066
2,907
2,739
2,562
2,378
2,190
2,000
1,810
1,622
1,438
1,261
1,093
934
787
653
532
425
332
253
187
134
92
60
37
21
11
5
2
1
0
0
100,000

2002
(3)

2,000
4,000
4,000
3,999
3,998
3,995
3,989
3,979
3,963
3,940
3,908
3,866
3,813
3,747
3,668
3,575
3,468
3,347
3,213
3,066
2,907
2,739
2,562
2,378
2,190
2,000
1,810
1,622
1,438
1,261
1,093
934
787
653
532
425
332
253
187
134
92
60
37
21
11
5
2
1
0
0
100,000

2003
(4)

2,000
4,000
4,000
3,999
3,998
3,995
3,989
3,979
3,963
3,940
3,908
3,866
3,813
3,747
3,668
3,575
3,468
3,347
3,213
3,066
2,907
2,739
2,562
2,378
2,190
2,000
1,810
1,622
1,438
1,261
1,093
934
787
653
532
425
332
253
187
134
92
60
37
21
11
5
2
1
0
0
-

100,000

Total Depreciation Expense
2004
2005
2006
(5)
(6)
(7)

2,000
4,000
4,000
3,999
3,998
3,995
3,989
3,979
3,963
3,940
3,908
3,866
3,813
3,747
3,668
3,575
3,468
3,347
3,213
3,066
2,907
2,739
2,562
2,378
2,190
2,000
1,810
1,622
1,438
1,261
1,093
934
787
653
532
425
332
253
187
134
92
60
37
21
11
5
2
1
0
0
-

100,000

2,000
4,000
4,000
3,999
3,998
3,995
3,989
3,979
3,963
3,940
3,908
3,866
3,813
3,747
3,668
3,575
3,468
3,347
3,213
3,066
2,907
2,739
2,562
2,378
2,190
2,000
1,810
1,622
1,438
1,261
1,093
934
787
653
532
425
332
253
187
134
92
60
37
21
11
5
2
1
0
0
-

100,000

2,000
4,000
4,000
3,999
3,998
3,995
3,989
3,979
3,963
3,940
3,908
3,866
3,813
3,747
3,668
3,575
3,468
3,347
3,213
3,066
2,907
2,739
2,562
2,378
2,190
2,000
1,810
1,622
1,438
1,261
1,093
934
787
653
532
425
332
253
187
134
92
60
37
21
11
5
2
1
0
0
-

100,000

2007
(8)

2,000
4,000
4,000
3,999
3,998
3,995
3,989
3,979
3,963
3,940
3,908
3,866
3,813
3,747
3,668
3,575
3,468
3,347
3,213
3,066
2,907
2,739
2,562
2,378
2,190
2,000
1,810
1,622
1,438
1,261
1,093
934
787
653
532
425
332
253
187
134
92
60
37
21
11
5
2
1
0
0
-

100,000

2008
(9)

2,000
4,000
4,000
3,999
3,998
3,995
3,989
3,979
3,963
3,940
3,908
3,866
3,813
3,747
3,668
3,575
3,468
3,347
3,213
3,066
2,907
2,739
2,562
2,378
2,190
2,000
1,810
1,622
1,438
1,261
1,093
934
787
653
532
425
332
253
187
134
92
60
37
21
11
5
2
1
0
0
-

100,000

2009
(10)

2,000
4,000
4,000
3,999
3,998
3,995
3,989
3,979
3,963
3,940
3,908
3,866
3,813
3,747
3,668
3,575
3,468
3,347
3,213
3,066
2,907
2,739
2,562
2,378
2,190
2,000
1,810
1,622
1,438
1,261
1,093
934
787
653
532
425
332
253
187
134
92
60
37
21
11
5
2
1
0
0
-

100,000

2010
(11)
2,000
4,000
4,000
3,999
3,998
3,995
3,989
3,979
3,963
3,940
3,908
3,866
3,813
3,747
3,668
3,575
3,468
3,347
3,213
3,066
2,907
2,739
2,562
2,378
2,190
2,000
1,810
1,622
1,438
1,261
1,093
934
787
653
532
425
332
253
187
134
92
60
37
21
11
5
2
1
0
0
-

100,000

ASSOCIATION OF AMERICAN RAILROADS
TABLE 4. COMPARISON OF DEPRECIATION EXPENSE
USING UNIT AND GROUP METHODS FOR MULTIPLE INSTALLATION YEARS
ACCOUNT 8, TIES, BASED ON A 25-S2 SURVIVOR CURVE
Year
2001
2002
2003
2004
2005
2006
2007
2008
2009
2010

Unit Method
100,000
100,000
100,000
100,000
100,000
100,000
100,000
100,000
100,000
100,000

Group Method
100,000
100,000
100,000
100,000
100,000
100,000
100,000
100,000
100,000
100,000

Southeastern

Electric Cooperative, Inc.
PO Box 388 • 501 South Broadway Avenue • Marion, SD 57043-0388
Telephone: 605-648-3619 • Facsimile: 605-648-3778 • E-mail sec@sunrisenet.com

Alcester Office
PO Box 105
605 SD Highway 11
Alcester, SD 57001-0105
Telephone: 605-934-1961
Facsimile: 605-934-1964
Toll-Free in SD: 1-800-333-2859

November 5, 2001

Marc Simon
Technical Manager, Accounting Standards
File 4210.CC
American Institute of Certified public Accountants
1211 Avenue of the Americas
New York, NY 10035-8775
Re:

Exposure Draft - Proposed Statement of Position, “Accounting for Certain Costs and
Activities Related to Property, Plant and Equipment”

Dear Mr. Simon:
Southeastern Electric Cooperative, Inc. (Southeastern) is an electric cooperative distributing
power to 9,500 meters in the rural areas in Hutchinson, Lincoln, Turner and Union counties and
the cities, or portions of the cities, of Davis, Hurley, Irene, Sioux Falls, Tea and Viborg in
southeastern South Dakota. Our cooperative is a member of the National Rural Electric
Cooperative Association (NRECA), our national trade association, and is one of nearly 900
electric distribution systems operating on a mutual, not-for-profit basis to more than 35 million
consumer owners in 46 states.
We appreciate the opportunity to submit written comments on the exposure draft referenced
above because it raises significant rate-making, operational and accounting concerns and would
substantially impact our accounting policies.
While the proposed accounting provisions may be appropriate and beneficial to certain target
industries, we do not believe that they are either appropriate or beneficial to utility-type
enterprises, including Southeastern. The above referenced Proposed Statement of Position
(PP&E Accounting Proposal) should not be implemented for any utility-type enterprises unless
and until significant workable changes are included that give due consideration to the utility
operating environment.
Southeastern currently establishes rates for electricity based on cost of service studies that use
defined cost elements contained in the Rural Utilities Service (RUS) Uniform System of
Accounts. The provisions of the PP&E Accounting Proposal are inconsistent with general rate
making practices and the Uniform System of Accounts in a number of ways. These
inconsistencies will adversely impact our consumer owners’ electric rates. We would
recommend a careful re-examination of these inconsistencies with the input of experts from

A Touchstone Energy® Cooperative
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RUS. Before implementing such a detrimental change, it should be determined and documented
that the benefits outweigh the potential costs to the electric utility industry.
We do not believe that the major objectives of the PP&E Accounting Proposal (i.e.; uniformity
and standardization) are justified in the electric utility industry because those objectives already
exist. Complete accounting uniformity between utility-type enterprises and other types of
businesses is not necessary or even desirable.
The most significant of the accounting inconsistencies raised by the PP&E Accounting Proposal
and the attendant detrimental impacts are itemized in the following table:
Accounting Proposal
1. Our current accounting requirements
specify capitalization of overheads in
support of construction projects and permit
capitalization of an appropriate portion of
administrative and general (A&G) costs.
In addition, they specify capitalization of
preliminary survey and investigation
(PS&I) charges. The PP&E Accounting
Proposal would prohibit capitalization of
overheads, PS&I charges and A&G costs.
2. Our current accounting requirements
prescribe use of the group and/or
composite method of depreciation for plant
assets. The PP&E Accounting Proposal
would require use of depreciation
accounting by component, defined as “a
tangible part or portion of [plant] that can
be separately identified as an asset and
depreciated or amortized over its own
separate expected useful life”. The PP&E
Accounting Proposal generally prohibits
the use of a group or composite method of
depreciation, unless it can be shown by the
entity that the asset balances and operating
results under the group or composite
method are not materially different from
those obtained under the component
m e th o d .

Impact on Southeastern
Implementation of this provision would result
in the unfavorable outcome of increased
earnings volatility, as these overheads, PS&I
charges and A&G costs are expensed, rather
than capitalized. Furthermore, from the
standpoint of rate-making fairness, failure to
capitalize these costs would inequitably shift
the burden of collection of these costs from
consumer owners using the plant asset over its
useful life to consumer owners during the
construction of the plant asset.
Implementation of this provision would require
administrative reorganization of Southeastern
to comply with the data collection
requirements, as well as installation of
expensive automated accounting systems. In
addition, determination of material differences
between the component and group accounting
methods would require record-keeping for both
methods, adding significantly to plant record
keeping costs.

Marc Simon
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Accounting Proposal
3. Our current accounting requirements,
consistent with group depreciation
accounting convention, generally prescribe
that gains and losses on normal
dispositions of mass assets be closed to the
accumulated depreciation account, under
the theory that over time gains and losses
will net out. The PP&E Accounting
Proposal would require that gains and
losses be reflected in results of operations
in the current accounting period.
4. Our current accounting requirements
generally recognize the cost of removal of
a plant asset over the useful life of that
asset, as a component of the depreciation
rate. The PP&E Accounting Proposal
would require that cost of removal be
reflected in the results of operations in the
accounting period in which such cost was
incurred.

Impact on Southeastern
Implementation of this provision would result
in increased earnings volatility, as gains and
losses on plant disposition are reflected in the
current results of operations. Electricity rates
could likely require upward adjustment to
provide for the increased uncertainty of
earnings.

Implementation of this provision would result
in increased earnings volatility, as cost of
removal is reflected in a single accounting
period. Furthermore, from the standpoint of
rate-making fairness, failure to recognize cost
of removal over the asset’s life would
inequitably shift the burden of collection of
these costs from consumer owners using the
plant asset to consumer owners during the
retirement of the plant asset.

The inconsistencies noted above each pose operational problems for Southeastern. We
respectfully request the AICPA to carefully examine the detrimental impact that would result
from the implementation of the PP&E Accounting Proposal on electric utilities.
Southeastern appreciates the opportunity to provide comments on the PP&E Accounting
Proposal and respectfully request the AICPA to give adequate consideration to our views and
reconsideration of the proposal’s potential impact on electric utilities.

General Manager

ALTAMAHA
E L E C T R IC M E M B E R S H IP C O R P O R A T IO N
P. O. BOX 346
LYONS, GEORGIA 30436

Phone
GA. Watts
Fax

1-912-526-8181
1-800-822-4563
1-912-526-4235

November 5, 2001

Mr. Marc Simon
Technical Manager, Accounting Standards
File 4210.CC
American Institute of Certified Public Accountants
1211 Avenue of the Americas
New York, NY 10036-8775
Re:

Exposure Draft - Proposed Statement of Position, ‘‘Accounting for Certain Costs and
Activities Related to Property, Plant, and Equipment”

Dear Mr. Simon:
Altamaha Electric Membership Corporation (Altamaha) is an electric cooperative providing
electricity to 18,000 member/customers on a not-for-profit basis.
Altamaha appreciates the opportunity to present comments on the Proposed Statement of
Position referred to above.
Our comments are as follows:
►

The proposed statement appears to take a “one size fits all” position, so as to require
every industry and business to follow the same process without consideration to whether
that process is the best method to provide a proper matching of revenues and expenses, a
most fundamental accounting principle. We feel the method provided is not the best
method of properly matching revenues and expenses in the electric utility industry; and,
therefore, a more appropriate method should be utilized. We believe the Federal Energy
Regulatory Commission (FERC) has spent many years developing accounting procedures
for electric utilities to assure proper matching of revenues and expenses. We further
believe the Uniform System of Accounts developed by FERC is a much better accounting
system for all areas of accounting, not just property, plant and equipment, and should be
considered for the capital-intensive electric utility business rather than the changes that
the proposed statement of position would require. This Uniform System of Accounts has
served the industry well for many years and has led electric utilities throughout the nation
to utilize the same methodology. Accordingly, we feel any changes would be detrimental
to us, other utilities and users of the financial statements that find comfort in the FERC
Uniform System of Accounts.

Mr. Marc Simon
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►

The proposed statement states “...In practice the composite life may not be determined
with a high degree of precision, and hence the composite life may not reflect the weighted
average of the expected useful lives of the asset’s principal components.” While we
agree with the statement above when there are a small number of components, we also
believe that when there are a large number of small components as found in an electric
distribution system, “the composite life may be determined with a reasonable degree of
precision” and would be an appropriate method of an accounting.

►

We understand that the National Rural Electric Cooperative Association (NRECA) our
national trade association, has provided comments on the proposed statement and based
on our review of a copy of their response, we would like the record to show that we agree
with the comments in the NRECA response.

We appreciate the opportunity to provide comments and respectfully request that you consider
our views on the proposed statement.
Sincerely,

James D. Musgrove
General Manager
gs

SAWNEE

P. 0. Box 266
Cumming, Georgia 30028
770-887-2363
Fax - 770-886-8119
1-800-635-9131

An Electric Membership Corporation
We're More Than Electricity, We're Service

http://www.sawnee.com

November 5, 2001

Mr. Marc Simon
Technical Manager, Accounting Standards
File 4210.CC
American Institute of Certified Public Accountants
1211 Avenue of the Americas
New York, NY 10036-8775
RE: Exposure Draft - Proposed Statement of Position, “Accounting for Certain Costs and
Activities Related to Property, Plant, and Equipment”

Dear Mr. Simon:
Sawnee Electric Membership Corporation (Sawnee) is an electric cooperative providing
electricity to 110,000 member/customers on a not-for-profit basis.
Sawnee appreciates the opportunity to present comments on the Proposed Statement of Position
referred to above.
Our comments are as follows:
• The proposed statement appears to take a “one size fits all” position, so as to require
every industry and business to follow the same process without consideration to whether
that process is the best method to provide a proper matching of revenues and expenses, a
most fundamental accounting principle. We feel the method provided is not the best
method of properly matching revenues and expenses in the electric utility industry, and
therefore, a more appropriate method should be utilized. We believe the Federal Energy
Regulatory Commission (FERC) has spent many years developing accounting procedures
for electric utilities to assure proper matching of revenues and expenses. We further
believer the Uniform System of Accounts developed by FERC is a much better
accounting system for all areas of accounting, not just property, plant and equipment, and
should be considered for the capital-intensive electric utility business rather than the
changes that the proposed statement of position would require. This Uniform System of
Accounts has served the industry well for many years and has led electric utilities
throughout the nation to utilize the same methodology. Accordingly, we feel any change
would be detrimental to us, other utilities and users of the financial statements that find
comfort in FERC Uniform System of Accounts.

Mr. Marc Simon
November 5, 2001
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•

The proposed statement states “.. .In practice the composite life may not be determined
with a high degree of precision, and hence the composite life may not reflect the
weighted average of the expected useful lives of the asset’s principal components.”
While we agree with the statement above when there are a small number of components,
we also believe that when there are a large number of small components as found in an
electric distribution system, “the composite life m aybe determined with a reasonable
degree of precision” and would be an appropriate method of an accounting.

•

We understand that the National Rural Electric Cooperative Association (NRECA) our
national trade association, has provided comments on the proposed statement and based
on our review of a copy of their response, we would like the record to show that we agree
with the comments in the NRECA response.

We appreciate the opportunity to provide comments and respectively request you consider our
views on the proposed statement
Respectfully,
SAWNEE ELECTRIC MEMBERSHIP CORPORATION

Michael A. Goodroe
Executive Vice President
and General Manager
MAG/jw

Allamakee-Clayton Electric Cooperative, Inc.
Your Touchstone Energy® Cooperative
228 W. Greene Street • P.O. Box 715
Postville, IA 52162-0715

Telephone: (563)864-7611 • FAX: (563)864-7820
E-mail: acrec@netins.net

November 9, 2001

Mr. Marc Simon
Technical Manager, Accounting Standards
File 4210.CC
American Institute of Certified Public Accountants
1211 Avenue of the Americas
New York, NY 10036-8775
RE:

Exposure Draft - Proposed Statement of Position, “Accounting for Certain Costs and
Activities Related to Property, Plant, and Equipment”

Dear Mr. Simon:
Allamakee-Clayton Electric Cooperative appreciates the opportunity to submit written comments
regarding the above-referenced Proposed Statement of Position (PP&E Accounting Proposal) to
the Accounting Standards Executive Committee (AcSEC) of the American Institute of Certified
Public Accountants (AICPA).
Allamakee-Clayton Electric Cooperative is an electric cooperative in Iowa, providing electricity
to approximately 8,600 consumer-owners in seven (7) counties. Since we operate within the
capital-intensive electric utility industry, the PP&E Accounting Proposal would significantly
impact our accounting policies.
Allamakee-Clayton Electric Cooperative is required to follow accounting requirements
established by the Rural Utilities Service (RUS). The PP&E Accounting Proposal raises
significant rate-making, operational, and accounting concerns for us. The most significant
problem is the accounting inconsistencies between this proposal and the RUS Uniform System of
Accounts and attendant RUS regulations and interpretations (collectively, Electric Cooperative
Accounting Requirements). The PP&E Accounting Proposal and the attendant detrimental
impacts to Allamakee-Clayton Electric Cooperative include the following:
*

Electric Cooperative Accounting Requirements specify capitalization of overheads
in support of construction projects and permit capitalization of an appropriate portion of
administrative and general (A&G) costs. In addition, Electric Cooperative Accounting
Requirements specify capitalization of preliminary investigation and survey (PS&I)
charges. The PP&E Accounting Proposal would prohibit capitalization of overheads,
PS&I charges, and A&G costs.

Page 2 of 3
Implementation of these provisions would result in earnings volatility, as these overheads,
PS&I charges, and A&G costs are expensed, rather than capitalized. From the
standpoint of rate-making, this would shift the burden of these costs from customers
using the plant assets over their useful life to customer during the construction of the
plant assets.
Electric Cooperative Accounting Requirements prescribe use of the group method of
depreciation for plant assets. The PP&E Accounting Proposal would require use of
depreciation accounting by component, defined as “a tangible part or portion of [plant]
that can be separately identified as an asset and depreciated or amortized over its own
separate expected useful life”. The PP&E Accounting Proposal generally prohibits the
use of a group method of depreciation, unless it can be shown by the entity that the asset
balances and operating results under the group method is not materially different from
that obtained under the component method. Implementation of this provision would
require administrative reorganization to comply with the data collection requirements, as
well as installation of expensive automated accounting systems. In addition,
determination of material differences between the component and group accounting
methods would require record-keeping for both methods, adding significantly to plant
record-keeping costs.
Electric Cooperative Accounting Requirements, consistent with group
depreciation accounting convention, generally prescribe that gains and losses on normal
dispositions of mass assets be closed to the accumulated depreciation account, under the
theory that over time gains and losses will net out. The PP&E Accounting Proposal
would require that gains and losses be reflected in results of operations in the current
accounting period. Implementation of this provision would again result in earnings
volatility, as gains and losses on plant disposition would be reflected in the current results
of operations. Our electric rates would likely have to be raised to provide for this
uncertainty of earnings.
Electric Cooperative Accounting Requirements generally recognize the cost of
removal of a plant asset over the useful life of that asset, as a component of the
depreciation rate. The PP&E Accounting Proposal would require that cost of removal be
reflected in the results of operations in the accounting period in which such cost was
incurred. Cost of removal incurred over the past five (5) years for Allamakee-Clayton
Electric Cooperative has averaged over $75,000 per year. Implementation of this
provision would again result in earnings volatility, as cost of removal is reflected in a
single accounting period and these cost fluctuate from year to year. Furthermore, from
the standpoint of rate-making fairness, failure to recognize cost of removal over the
asset’s life would inequitably shift the burden of collection of these costs from customers
using the plant asset to customers during the retirement of the plant asset.

Page 3 of 3
Each of the above accounting inconsistencies poses operational and rate-making problems for
Allamakee-Clayton Electric Cooperative. The detrimental impacts of each item should be
carefully considered and weighed against any identifiable benefits before the AICPA AcSEC
implements the attendant provision of the PP&E Accounting Proposal for electric utilities. I
petition you to consider the entire effect this would have on the utility industry as a whole and
then consider other industries that would also be affected.
Allamakee-Clayton Electric Cooperative appreciates the opportunity to provide comments on the
PP&E Accounting Proposal and respectfully urges the AICPA AcSEC to consider our views. If
you have any questions on these comments, please feel free to contact Roger Radloff at 563/8647611.
Sincerely,
ALLAMAKEE-CLAYTON ELECTRIC
COOPERATIVE, INC.

Roger C. Radloff
Accountant
PO Box 715
Postville, IA 52162
PS: lam forwarding this via e-mail due to possible postal slow-down. I will also mail a copy to
your address.
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October 30,2001

Mr. Marc Simon
Technical Manager, Accounting Standards
AICPA
1211 Avenue of the Americas
New York, NY 10036-8775
File 4210.CC: Proposed Statement of Position, “Capitalization of Certain Costs Related to Property, Plant, and
Equipment”

Dear Mr. Simon:
The New York State Society of Certified Public Accountants, the oldest state accounting
association, represents 30,000 CPAs that will implement the provisions of AcSEC’s proposed Statement
of Position. NYSSCPA thanks AcSEC for the opportunity to comment on its exposure draft relating to
component capitalization accounting.
The NYSSCPA Real Estate and Financial Accounting Standards committees deliberated the
exposure draft with input from a committee of the New York Chapter of the Appraisal Institute and
drafted the attached comments. If AcSEC would like additional discussion with the committee, please
contact the Financial Accounting Standards Committee chair, Steven Rubin, at (212) 492-3799, or
NYSSCPA Staff, Robert Colson, at (212) 719-8350.

Sincerely,

Nancy Newman-Limata
President
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NEW YORK STATE SOCIETY OF
CERTIFIED PUBLIC ACCOUNTANTS

COMMENTS ON AcSEC’s EXPOSURE DRAFT
Proposed Statement of Position, “Capitalization of Certain Costs Related to
Property, Plant, and Equipment”
FILE 4210.CC
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New York State Society of Certified Public Accountants
Comments to the Accounting Standards Executive Committee on
Proposed Statement of Position “Capitalization of Certain Costs Related to
Property, Plant, and Equipment"

General Comments
We appreciate the Accounting Standards Executive Committee’s (AcSEC) efforts to
provide comprehensive guidance about the costs related to property and plant that should be
capitalized and those that should be charged to expense as incurred. There is a very real need to
provide this guidance in one document in order to narrow the diversity in practice and address
issues not previously addressed in the existing literature. Indeed, some believe that the carrying
amounts of property and plant are frequently overstated under current GAAP because these
amounts reflect the cost of components that have been replaced and capitalized and because the
useful lives applied in composite depreciation do not always reflect economic reality. While our
comments apply to all property, plant and equipment, they bear a particular emphasis on rental
real estate property (RRE) because much of the proposed SOP concerns accounting for RRE and
we believe that the final SOP will likely have the greatest impact on accounting for RRE.
Users of RRE financial statements frequently ignore the carrying amounts of real estate
and its related depreciation because they are not meaningful in valuing the subject properties or in
determining debt coverage ratios. We believe that users of these financial statements require an
understanding of the revenues and costs necessary to operate the subject properties and
information about revenues and costs that will occur in the future. Since this SOP is only
concerned with property related costs, we will confine our comments to this area.
Accounting for the cost of real estate using component accounting is not new to the real
estate industry. This method of accounting became less common once the Federal Income Tax
law changed to require composite lives. We are concerned that the definition of a component is so
broad that it allows the preparer of financial statements to identify almost any replacement of a
part of a building as a component (i.e. a portion of a buildings plumbing, painting of common
areas of the building, etc.). The effect of using the SOP defined component accounting could be
to allow companies to manage earnings by capitalizing costs that otherwise would have been
expensed. Most replacements of parts of buildings will last more than one year and meet the
definition of an asset as defined in Statement of Financial Accounting Concepts 6.
Users of RRE financial statements want to know the costs that the company has incurred
to repair their buildings and the costs that the company will incur or reinvest in their buildings in
the future. Using the SOP standard for capitalization, RRE financial statement users will not
know the actual cost of repairs because they could be capitalized and the replaced component
would be reflected as an adjustment to depreciation -which no one pays much attention to.
Therefore, we recommend that the criteria for capitalizing the cost of replacements should require
satisfying any one of the following criteria (which we derived by analogy from EITF Issue No.
90-8):

•
•
•

•

The cost materially extends the building’s original useful life.
The cost materially changes the building’s use as evidenced by a material increase in
anticipated future rental revenue.
The cost materially improves the building’s safety and productivity as evidenced by
either a material increase in anticipated future rental revenues or a material reduction in
cost of operating the subject property.
The cost is incurred in preparing for sale a property currently held for sale.

Costs that fail to meet the above stated criteria should be expensed. In addition, a description of
both capitalized building improvements and material major repairs and replacements charged to
expense should be disclosed in the notes to the financial statements.
Although we find some merit in the concept of componentization, we believe it will be
extremely difficult to implement, especially for older buildings. Many components to a building
have shorter useful lives than its shell. Marshall Valuation Service (1999) produced a reference
work used by real estate appraisers that identifies 15 components that are replaced within the
normal useful life of a building, all with different expected useful lives. The six major groupings
of components with different asset lives within each grouping are:
Component Grouping
Conveying systems (elevators and escalators)
Heating, ventilation, and air conditioning
Electrical
Plumbing
Roofing
Miscellaneous (shutters, windows, etc.)

Life Expectancy Range
20 years
11- 17 years
12- 30 years
12-20 years
13 -16 years
4 -1 0 years

In order for the financial statements of different companies to be comparable, there must be
uniformity in these groupings.
The proposed SOP recognizes that this information is not always available and proposes
certain practical alternative solutions, which allows enormous flexibility in the categorization of
components. This flexibility reflects that accurate costs are very difficult to obtain and
professional engineers or appraisers are the only ones that can provide meaningful estimates.
One alternative offered by the SOP allows the reporting entity to estimate the cost of replaced
building components only upon replacement, a practice that will eventually componentize a
building over an extended period of time, perhaps as long as 50 years. However, the resulting
delay in implementation will reduce the comparability of the financial statements of different
companies and delay providing the information to users of financial statements that the SOP
seeks to provide. The likelihood is that most entities will not elect to componentize retroactively
but will do so on a prospective basis. This election would, of course, not provide the information
necessary to disclose the sub-categories of components required by the proposed SOP.
The proposed SOP dismisses the consideration of depreciation as beyond its scope.
However, the SOP does require the depreciation of components over their individual useful lives
irrespective of how they relate to the useful lives of the structural components. It is our opinion
that a building’s economic useful life should not be considered without full consideration of all

aspects of depreciation, including the building’s remaining market value after depreciation has
ceased. Life cycles of rental buildings frequently require substantial renovations in order to
maintain or improve their rental value and thereby extending their original useful lives.
Consideration should be given to the effect of those required renovations in establishing building
useful lives for depreciation purposes.
Specific Comments on Issues
Scope
Issue 1
Paragraph 10 o f the proposed SOP states that the SOP does not provide specific guidance on
lessor or lessee accountingfo r reimbursements o f costs incurred by a lessor that are directly
recoverable from lessees under the terms o f one or more leases, and that the lessor and lessee
should refer to FASB Statement No. 13, Accountingfo r Leases, and related lease accounting
literature for guidance on accounting fo r such reimbursements. In many instances, depending on
the terms o f the lease, those reimbursements may constitute minimum lease payments or
contingent rentals under FASB Statement No. 13. As discussed in paragraph A2 o f the proposed
SOP, AcSEC elected not to address the accountingfo r such transactions in this SOP because
AcSEC did not want to create conflicts with existing lease accounting guidance and AcSEC did
not believe it was appropriate to address the accounting under all o f the various reimbursement
scenarios and arrangement structures within the scope o f this SOP. Are there significant practice
issues or concerns related to the accountingfor contractually recoverable expenditures that
should be addressed in the proposed SOP? Do you believe that there are other areas addressed
in the proposed SOP that, with respect to their application to lessors and lessees o f PP&E, could
create conflicts with existing lease accounting standards?
We agree, and we are unaware of any practice problems.
Project Stage Framework
Issue 2
The guidance in this proposed SOP is presented in terms o f a project stage or time line
framework and on the basis o f the kinds o f activities performed during the stages defined in the
proposed SOP rather than on whether an expenditure fits into certain classification categories
such as ordinary repairs and maintenance, “extraordinary ” repairs and maintenance,
replacements, betterments, additions, redevelopments, renovations, rehabilitations, retrofits,
rearrangements, refurbishments, and reinstallations. Do you agree with that approach? I f not,
what alternative would you propose and why?
We agree.
Issue 3
Paragraph 16 o f the proposed SOP states that the preliminary stage ends and the
preacquisition stage begins when the acquisition o f specific property, plant, and equipment
(PP&E) is considered probable. Paragraph 22 o f the proposed SOP states that, other than the
costs o f options to acquire PP&E, all costs incurred during the preliminary stage should be

charged to expense as incurred. Do you agree with that conclusion? I f not, how would you
propose to modify the guidance and why?
We disagree because there are practical problems at the inception of a feasibility study
that make it difficult to determine whether it is probable that a target property will be acquired.
Consequently, costs related to newly purchased property could be understated. We believe that
the criteria for capitalizing pre-acquisition costs in SFAS 67 paragraphs 4 and 5 should be used to
determine when preliminary or pre-acquisition costs should be capitalized. Therefore, we
recommend that the distinction between preliminary and pre-acquisition costs be eliminated.
Moreover, the existence of an option would in many cases indicate that it is probable that
an asset will be acquired. It would be inconsistent to capitalize an option and not capitalize the
costs related to acquiring the option in those cases.
The requirement to apply mark to market accounting to an option on real estate should be
eliminated. Such options are generally not included within the scope of SFAS 133 because there
is no active market to trade real estate options. Therefore, we have difficulty in seeing why the
option’s carrying value in the financial statements cannot exceed fair market value in the absence
of evidence that the underlying asset may be impaired. If there is evidence to suggest that the
underlying asset is impaired then the procedures required by SFAS 121 should be used in
determining and recording the impairment. On a practical level, the cost in determining the fanvalue of the option at each reporting period would exceed any benefit that might arise from such a
procedure. Therefore, an impairment approach would be more efficient. In addition, if an option
is impaired it is probably worthless.
Accounting for Costs Incurred
Issue 4
The proposed SOP states that PP&E-related costs incurred during the preacquisition,
acquisition-or-construction, and in-service stages should be charged to expense unless the costs
are directly identifiable with the specific PP&E. Directly identifiable costs include only (a)
incremental direct costs incurred with independent third parties fo r the specific PP&E, (b)
employee payroll and payroll benefit-related costs related to time spent on specified activities
performed by the entity during those stages, (c) depreciation o f machinery and equipment used
directly in the construction or installation o f PP&E and incremental costs directly associated
with the utilization o f that machinery and equipment during the acquisition-or-construction stage,
and (d) inventory (including spare parts) used directly in the construction or installation
o f PP&E. All general and administrative and overhead costs incurred, including all costs o f
support functions, should be charged to expense. See paragraphs 24, 25, 29, and 30. Do you
agree with those conclusions? I f not, what alternatives would you propose and why?
We agree.
Issue 5
Paragraph 32 o f the proposed SOP states that for real estate that is not being used in
operations, costs o f property taxes, insurance, and ground rentals should be capitalized, to the
extent o f the portion o f the property that is under development, during the time that activities that
are necessary to get the asset ready fo r its intended use are in progress. Do you agree with that
conclusion? I f not, what alternative would you propose and why?

We agree, except that the guidelines of when to cease capitalization should be consistent
with paragraph 18 of SFAS 34. This SOP’s paragraph 32 states, “Capitalization of costs incurred
for property taxes, insurance, and ground rentals should cease if the building or structure is
substantially complete and ready for its intended use but no later than the date initial operations
commence on any portion o f the building or structure.” (Emphasis added.) On the other hand,
Paragraph 18 of SFAS 34 states, “.. .Some assets are completed in parts, and each part is capable
of being used independently while work is continuing on other parts. An example is a
condominium. For such assets, interest capitalization shall stop on each part when substantially
complete and ready for use. Some assets must be completed in their entirety before any part of the
asset can be used. An example is a facility designed to manufacture products by sequential
processes. For such assets, interest capitalization shall continue until the entire asset is
substantially complete and ready for u se” (Emphasis added.)
Why should we cease capitalizing property taxes, insurance and ground rentals and
continue to capitalize interest in situations where a portion of the building has not been completed
while another part of the building is being used for operations? Property taxes, insurance, and
ground rentals are as much a part of the cost of the building as interest costs and, therefore,
should be capitalized for sections of a building that have not been completed. Further, paragraph
22 of SFAS 67 states, “A real estate project shall be considered substantially completed and held
available for occupancy upon completion of tenant improvements by the developer but no later
than one year from cessation of major construction activity (as distinguished from activities such
as routine maintenance and cleanup)." This requirement should remain in effect as well.

Issue 6
Paragraph 37 o f the proposed SOP states that the costs o f normal, recurring, or periodic repairs
and maintenance activities should be charged to expense as incurred. It also states that all other
costs related to PP&E that are incurred during the in-service stage should be charged to expense
as incurred unless the costs are incurredfor (a) the acquisition o f additional PP&E or
components or (b) the replacement o f existing PP&E or components o f PP&E. Do you agree with
those conclusions? I f not, what alternatives would you propose and why?
We agree, subject to our general comments on componentization.
Issue 7
Paragraph 39 o f the proposed SOP states that costs o f removal, except for certain limited
situation demolition costs, should be charged to expense as incurred. Do you agree with that
conclusion? I f not, what alternative would you propose and why?
We generally agree. Nonetheless, the practical difficulties of estimating demolition costs
where one fixed asset replaces another is not justified because the demolition costs are generally
not material. We therefore recommend that the requirement to expense such costs should be
eliminated.
Issue 8

Paragraph 44 o f the proposed SOP states that the total o f costs incurredfo r planned major
maintenance activities does not represent a separate PP&E asset or component. It states that

certain o f those costs should be capitalized if they represent acquisitions or replacements and
that all other costs should be charged to expense as incurred. Paragraph 45 prohibits alternative
accounting treatments including—(a) the accrual o f a liability fo r the estimated costs o f a
planned major maintenance activity prior to their being incurred, and (b) the deferral and
amortization o f the entire cost o f the activity. Do you agree with those conclusions? I f not, what
alternatives would you propose and why?
We agree subject to our comments made in the general comments section.
Issue 9
Paragraph 45 o f the proposed SOP further prohibits, as an alternative accounting
treatment, the "built-in overhaul” methodfor costs incurredfor planned major maintenance
activities. Under that method, additional depreciation expense is recognized currently to give
effect to the decline in service potential that is subsequently restored once the major maintenance
activity occurs. When the major maintenance activity occurs, its cost is considered capitalizable.
In lieu o f the built-in overhaul method, AcSEC concluded that better cost allocation would result
from the use o f component accounting and limiting the major maintenance activities that would
be capitalizable to costs that represent replacements o f components o f PP&E. Should the costs o f
restoring PP&E’s service potential, in addition to the cost o f replacements that would be
capitalizable under this proposed SOP, be eligible fo r capitalization? Do you believe that
prohibiting the built-in overhaul method is appropriate, or should it be allowed as an alternative
method? I f you believe that the built-in overhaul method should continue to be allowed, what
industries or entities should be allowed to use it, and why?
We agree subject to our comments made in the general comments section.
Use of Inventory in Production of Internal-Use PP&E
Issue 10
Paragraphs 47, 48, and A41 o f the proposed SOP discuss the situation in which an entity owns an
asset that it intended to sell as inventory but subsequently decided to retain fo r use in its own
internal operations. Those paragraphs state that the entity should evaluate for impairment
amounts included in PP&E that were previously capitalized as inventory but should not
redetermine their carrying amount as PP&E using the guidance in the proposed SOP, unless the
entity has a pattern o f changing the intended use o f assets from inventory to PP&E. Do you
believe that guidance is appropriate, or should an entity be required to redetermine the carrying
amount o f PP&E assets previously capitalized as inventory, and why? Should AcSEC provide
additional guidance on what kinds o f changes in intended use constitute a “pattern, ” and why?
Although we agree in principle, AcSEC should provide guidance about the changes in
intended use that constitute a pattern and why such changes create a pattern.
PP&E-Type Assets Produced for Sale or Operating Lease
Issue 11
The proposed SOP requires assets that are produced by an entity to be leased to a
lessee under an operating lease to be accounted for under the provisions o f this SOP. As
discussed in paragraph A43 o f the proposed SOP, AcSEC recognizes that some entities

routinely construct or manufacture products, some o f which are sold directly and some o f which
are leased to lessees under sales-type leases whereas others are leased to lessees under operating
leases. In some situations, the entity does not know the form the transaction will take until it
occurs, and the customer decides whether its acquisition o f product will be accomplished through
purchase or lease. The proposed SOP requires an entity to accumulate costs differently for
similar assets depending on whether the asset is sold outright or leased to a lessee under a salestype lease (in either case, inventory cost accumulation rules would apply) or leased to a lessee
under an operating lease (in which case, the cost accumulation provisions o f the proposed
SOP would apply). Do you agree with that conclusion and, if so, do you believe the proposed
SOP should provide additional guidance on such cost accumulation? Or would it be preferable
for a single cost accumulation model to apply during the production process and that there
should be a presumption that the assets should be accountedfo r all as inventory or all as PP&E?
I f so, which presumption should be applied and why?
We believe that the costs should be accumulated under a single accumulation model,
which presumes that the assets are accounted for as inventory.
Component Accounting
Issues 12
Paragraphs 49 through 56 o f the proposed SOP discuss component accounting and state that if a
component has an expected useful life that differs from the expected useful life o f the PP&E asset
to which it relates, the component should be accountedfor separately and depreciated or
amortized over its separate expected useful life. Do you agree with this approach to accounting
for PP&E? I f not, what alternative would you propose and why?
We disagree. See our response in the general comments section.
Issue 13
Paragraphs 38 and 51 o f the proposed SOP state that when existing PP&E is replaced or
otherwise removedfrom service and the replacement is capitalized, the net book value o f the
replaced PP&E should be charged to depreciation expense in the period o f replacement. Do you
agree with this approach? I f not, what alternative would you propose and why?
We disagree. See our response in the general comments section.
Issue 14
The proposed SOP requires the use o f component accounting to depreciate identified
components over their respective expected useful lives. As noted in paragraph A48 o f the
proposed SOP, entities have developed and utilized various conventions to depreciate assets,
including group depreciation or use o f composite lives. Those conventions are acceptable only if
they result in approximately the same gross PP&E, depreciation expense, accumulated
depreciation, and gains or losses on disposals o f PP&E as the component accounting method
required by this proposed SOP. Do you agree with this approach? I f not, what alternative would
you propose and why?
We disagree. See our response in the general comments section.

Amendments to Other Guidance
Issue 15
Paragraphs 61 and 63 o f the proposed SOP list amendments to SOP 85-3, Accounting by
Agricultural Producers and Agricultural Cooperatives, and the AICPA Audit and Accounting
Guide Audits o f Agricultural Producers and Agricultural Cooperatives, respectively. Do you
agree with the proposed amendments? Do you believe that there are unique aspects o f
agricultural accounting, such as the accountingfo r breeding and production animals and the
accountingfo r plants and vines, that should not be amended by the proposed SOP, and why?
Such accounting is beyond our expertise and, accordingly, we are unable to offer any
comment.
Transition
Issue 16
Paragraph 71 o f the proposed SOP states that the prescribed component accounting
guidance should be initially adoptedfo r existing PP&E using one o f two alternatives, the election
and disclosure o f which should be made when the SOP is adopted. Do you agree with that
approach and, if so, do you agree with the choice o f the two alternatives from which the election
is to be made? I f you do not agree with that approach for existing PP&E, what approach would
you propose and why?
We disagree. See our response in the general comments section.
Issue 17
Under paragraph 71(a) o f the proposed SOP, the allocation o f existing net book value
to components at transition should be based on (a) allocation o f original accounting records, if
available, (b) relative fair values o f components at date o f transition, if original accounting
records are not available, or (c) another reasonable method, if relative fair value is not
practicable. Do you agree that that ordering o f allocation methods is appropriate? I f you believe
that a different order would be appropriate, what order would you propose and why? Should the
proposed SOP provide additional examples to illustrate what constitutes “another reasonable
method”?
We disagree. See our response in the general comments section.
Issue 18
Paragraph 72 o f the proposed SOP states that the SOP should be applied prospectively fo r all
costs incurred after the adoption o f the SOP. It also states that costs incurred prior to the
adoption o f the proposed SOP should not be re-characterized (as capital or expense items) to
conform to the guidance in the SOP, with the exception o f certain costs o f planned major
maintenance activities. Do you agree with that approach? I f you do not agree with that approach,
what approach would you propose and why?
We disagree. See our response in the general comments section.

Issues 19
Under paragraph 71(a) o f the proposed SOP, and as illustrated in Example 3 in
appendix C, an entity applying component accounting retroactively at date o f adoption may
calculate a difference between the pre-adoption balance o f accumulated depreciation and the
balance recalculated based on the estimated useful lives o f components that previously were not
accountedfor as separate components. Under that paragraph, the difference is allocated back to
the accumulated depreciation o f each component based on the net book values o f the components.
Two alternatives considered were recording the difference as a cumulative effect type adjustment
at adoption and recording the difference as additional depreciation expense at
adoption. Do you agree with the proposed approach or either o f the alternatives, and why?
We disagree. See our response in the general comments section.
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November 8, 2001

Mr. Marc Simon, Technical Manager
Accounting Standards, File 4210.CC
AICPA
1211 Avenue of the Americas
New York, NY 10036-8775

RE: Proposed Statement of Position - Accounting for Certain Costs and Activities
Related to Property, Plant, and Equipment

Dear Mr. Simon:
The Committee on Corporate Reporting (CCR) of Financial Executives International
appreciates the opportunity to express its views on the proposed Statement of Position
(SOP) - Accounting for Certain Costs and Activities Related to Property, Plant, and
Equipment.
We have several general concerns about the proposed SOP. First, we do not believe
AcSEC should be addressing such a broad topic. AcSEC has once again chosen to
propose guidance affecting all companies under the guise of a limiting, yet misleading,
title. The proposal doesn’t just cover “certain” costs and activities related to property,
plant, and equipment (PP&E), but all costs and activities. AcSEC should limit its
guidance to the proposals on project stage framework and accounting for costs incurred.
We believe any additional guidance on accounting for PP&E should come from the
FASB.
CCR strongly opposes the issuance of guidance on component accounting and believes it
should be removed from the final pronouncement on PP&E. The transition provisions
are confusing and AcSEC’s overall objective for component accounting usage is unclear
to us. For those companies that do not currently follow a component approach, AcSEC’s
mandate of a component approach creates significant extra work and complexity with
little or no incremental benefit to financial reporting.
CCR believes AcSEC has also overlooked the substantial cost of implementing the
component approach, which inevitably requires accounting system changes or worse, a
new fixed asset system to be implemented. AcSEC simply has not presented a
compelling case for change in this regard.

A third concern is that the proposed treatment of planned major maintenance activities is
a large departure from the matching principles set forth in Concepts Statement 6 Elements of Financial Statements (C0N6) and results in cash basis accounting for such
activities. We question whether a mandate to expense as incurred would lead to
erroneous analogizing to other types of expenses being accrued on a current basis. C0N6
paragraph 148 indicates costs are expensed when incurred when the period to which they
otherwise relate is indeterminable or not worth the effort to determine. Planned major
maintenance activities do not fit this description. Companies routinely determine the
periods associated with major maintenance activities. We believe any guidance AcSEC
proposes should first be consistent with Concepts Statement 6. Therefore, we strongly
suggest the final guidance permit either expensing as incurred or the accrue in advance
method for planned major maintenance activities.
We also noted that paragraph A43 in the basis for conclusions and Issue 11 discuss
PP&E type assets produced for sale or operating lease and needing to use two different
methods of accumulating the costs, however, we could not find the related specific
guidance within the actual text of the proposed SOP. While we do not support this
concept, or the proposed guidance on use of inventory in production of internal use
PP&E, we thought it important to point out this apparent omission.
Specific comments on the issues are attached.
Frank Brod, of The Dow Chemical Company, developed this response. If you have any
questions, please contact him at (989) 636-1541.

Sincerely,

Philip D. Ameen
Chairman
FEI Committee on Corporate Reporting
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Accounting for Certain Costs and Activities Related to
Property, Plant, and Equipment
Attachment to CCR Letter of October xx. 2001

Issue 1: Are there significant practice issues or concerns related to the accounting
for contractually recoverable expenditures that should be addressed in the
proposed SOP? Do you believe that there are other areas addressed in the
proposed SOP that, with respect to their application to lessors and lessees of PP&E,
could create conflicts with existing lease accounting standards?
In general, the same work is performed or the same stages are followed for a capital
project regardless of whether or not a lease is involved. However, we believe that the
full-costing approach (which includes overhead cost in the cost of a fixed asset) is the
appropriate valuation method for fixed assets. The SOP proposes using only specifically
identifiable costs in valuing a fixed asset. This is different from present practice and it is
unlike the approach used to cost inventories, which includes overhead costs.
Paragraph A43 of the Basis for Conclusions states that the SOP applies to leasing and
that assets produced for sales or sales-type leases would use the full-costing approach
(inventory costing), while those assets that become equipment under operating leases
would be valued under the proposed SOP and would not have an overhead element in
their basis. The costing of equipment under operating lease on a non-overhead basis
would have the effect of front loading expense for these leases because the related
overhead would be expensed as incurred. Depreciation on the leases going forward
would be lower as a result of the lower initial cost basis. This clearly will change the
pattern of income recognition for operating leases. (See response to Issue 11 also).
Issue 2: The guidance in this proposed SOP is presented in terms of a project stage
or timeline framework and on the basis of the kinds of activities performed during
the stages defined...Do you agree with that approach? If not, what alternative
would you propose and why?
We generally agree with the project stage approach outlined in the proposed SOP, except
the provision that all costs incurred during the preliminary stage should be expensed as
incurred (see response to Issue 3 below).

Issue 3: Paragraph 16 of the proposed SOP states that the preliminary stage ends
and the pre-acquisition stage begins when the acquisition of the specific PP&E is
considered probable. Paragraph 22 of the proposed SOP states that, other than the
costs of options to acquire PP&E, all costs incurred during the preliminary stage
should be charged to expense as incurred. Do you agree with that conclusion? If
not, how would you propose to modify the guidance and why?
We believe there can be costs incurred (such as design layouts and engineering studies)
that a company knows will have future value and should be capitalized as part of the
PP&E project until it is certain they will not have value for a potential construction
project. For example, a company should be able to capitalize architectural design costs
3

related to a building when construction of the building is considered probable, even
though a specific site for construction has not been chosen.
We do not agree that payments to obtain an option to acquire PP&E should be
capitalized under this proposed SOP. It is not readily clear from the basis for conclusions
why this is being singled out as the one preliminary stage item to be capitalized. If the
option to acquire is not exercised, it has no future benefit and would no longer represent
an asset thus it would have to be written off to expense. As indicated in the footnotes to
paragraph 22, if an option meets the definition of a derivative under SFAS No. 133, it
would be accounted for in accordance with that Statement.
If however, the option payment actually represents a deposit on the future delivery of a
PP&E asset and is a component of the final purchase price, then we would agree that
capitalization is appropriate. We would suggest the final wording include this
clarification.

Issue 4: The proposed SOP states that all PP&E-related costs incurred during the
pre-acquisition, acquisition-or-construction, and in-service stages should be
charged to expense unless the costs are directly identifiable with the specific PP&E.
All general and administrative and overhead costs incurred, including all costs of
support functions, should be charged to expense. Do you agree with those
conclusions? If not, what alternatives would you propose and why?
We do not agree that general, administrative, and overhead costs should be prohibited
from capitalization. To the extent such indirect costs can be reasonably associated with
the directly identifiable costs of a project, then we believe capitalization is appropriate.
For example, a construction accounting department or procurement function may play an
important role in the construction process, but they do not directly charge the PP&E
project. We also believe that overhead costs that would not be incurred without the
existence of a fixed asset construction project should be capitalized as part of the cost of
the fixed asset.
We noted an apparent inconsistency between the provisions for capitalization of payroll
and related costs for employees devoted to pre-acquisition and acquisition activities (see
paragraphs 23b. and 28b) and the specific prohibitions on capitalizing general and
administrative costs found in paragraphs 24 and 29.

Issue 5: Paragraph 32 of the proposed SOP states that for real estate that is not
being used in operations, costs of property taxes, insurance, and ground rentals
should be capitalized, to the extent of the portion of the property that is under
development, during the time that activities that are necessary to get the asset ready
for its intended use are in progress. Do you agree with that conclusion? If not,
what alternative would you propose and why?
We generally agree that such costs should be capitalized during the time the asset is
being readied for its intended use.
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Issue 6: Paragraph 37 of the proposed SOP states that the costs of normal,
recurring, or periodic repairs and maintenance activities should be charged to
expense as incurred. It also states that all other costs related to PP&E that are
incurred during the in-service stage should be charged to expense as incurred
unless the costs are incurred for (a) the acquisition of additional PP&E or
components or (b) the replacement of existing PP&E or components of PP&E. Do
you agree with those conclusions? If not, what alternatives would you propose and
why?
We agree with those conclusions.

Issue 7: Paragraph 39 of the proposed SOP states that costs of removal, except for
certain limited situation demolition costs, should be charged to expense as incurred.
Do you agree with that conclusion? If not, what alternative would you propose and
why?
We agree with that conclusion.

Issue 8: Paragraph 44 of the proposed SOP states that the total of costs incurred for
planned major maintenance activities does not represent a separate PP&E asset or
component. It states that certain of those costs should be capitalized if they
represent acquisitions or replacements and that all other costs should be charged to
expense as incurred. Paragraph 45 prohibits alternative accounting treatments....
Do you agree with those conclusions? If not, what alternatives would you propose
and why?
We generally agree that planned major maintenance activities do not represent a separate
PP&E asset but we disagree with the prohibition of alternative accounting treatments,
specifically the accrual of a liability, prior to actual costs being incurred. We believe that
expensing as incurred and the accrual approach should be equally acceptable accounting
treatment. As stated in the cover letter, we believe the proposed prohibition on accruals
is at variance with the matching principles of C0N6.
Paragraph A37 states AcSEC’s belief that future repair and maintenance costs do not
meet the definition of a liability per CON6 because there is no present unavoidable duty
or responsibility to sacrifice assets in the future, nor is there an obligating event prior to
the maintenance being performed. We believe this is a weak argument and AcSEC
needs to consider other relevant aspects of C0N6, including paragraph 145, which states:
Accrual accounting uses accrual, deferral, and allocation procedures whose
goal is to relate revenues, expenses, gains, and losses to periods to reflect an
entity’s performance during a period instead o f merely listing its cash
receipts and outlays. Thus, recognition o f revenues, expenses, gains, and
losses and the related increments or decrements in assets and liabilities —
including matching o f costs and revenues, allocation, and amortization - is
the essence o f using accrual accounting to measure performance o f entities.
The goal o f accrual accounting is to account in the periods in which they
occur fo r the effects on an entity o f transactions and other events and
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circumstances, to the extent that those financial effects are recognizable and
measurable.

In addition, we believe that AcSEC’s interpretation of the definition of a liability ignores
the concept of a constructive obligation embodied in C0N6, paragraph 40. It is unclear
how the accrual for planned major maintenance activities, which has been an accepted
practice, could become so unacceptable. We believe that AcSEC is attempting to set an
inappropriate precedent with respect to accrual accounting and matching principles
which may be used by analogy in the future to disallow accruing other expenses over
time.

Issue 9: Should the costs of restoring PP&E’s service potential, in addition to the
cost of replacements that would be capitalizable under this proposed SOP, be
eligible for capitalization? Do you believe that prohibiting the built-in overhaul
method is appropriate, or should it be allowed as an alternative method? If you
believe that the built-in overhaul method should continue to be allowed, what
industries or entities should be allowed to use it, and why?
We do not believe the costs of restoring service potential should be eligible for
capitalization. Paragraph A40 in the basis for conclusions outlines a reasonable
assumption that the initial determination of useful lives takes into account that an entity
will perform repairs and maintenance activities, including major maintenance, in order to
sustain the service potential of its PP&E.

Issue 10: Paragraphs 47, 48, and A41 of the proposed SOP.... state that the entity
should evaluate for impairment amounts included in PP&E that were previously
capitalized as inventory but should not re-determine their carrying amount as
PP&E using the guidance in the proposed SOP, unless the entity has a pattern of
changing the intended use of assets from inventory to PP&E. Do you believe that
guidance is appropriate, or should an entity be required to re-determine the
carrying amount of PP&E assets previously capitalized as inventory, and why?
Should AcSEC provide additional guidance on what kinds of changes in intended
use constitute a “pattern,” and why?
It would be helpful for AcSEC to elaborate more fully on situations it envisioned would
actually need this proposed guidance. We are not aware of any pervasive problem in this
area and would welcome AcSEC’s additional comments before including this guidance
in a final statement. In general, if inventory is recorded at the lower of cost or market,
why would its value be any different if it is reclassified to PP&E?

Issue 11: The proposed SOP requires an entity to accumulate costs differently for
similar assets depending on whether the asset is sold outright or leased to a lessee
under a sales-type lease (in either case, inventory cost accumulation rules would
apply) or leased to a lessee under an operating lease (in which case, the cost
accumulation provisions of the proposed SOP would apply). Do you agree with that
conclusion and if so, do you believe the proposed SOP should provide additional
guidance on such cost accumulation? Or would it be preferable for a single cost
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accumulation model to apply during the production process and that there should
be a presumption that the assets should be accounted for all as inventory or all as
PP&E? If so, which presumption should be applied and why?
We do not agree with accumulating costs differently for similar assets. In most instances,
a company does not know whether a particular manufactured asset will be sold, leased as
a sales-type lease or leased as an operating lease. As an important practical
consideration, how would a company determine what to do with the overhead costs
incurred during the manufacturing process when it does not know the ultimate
disposition of the product.. .as a sale or as an operating lease? It would again be helpful
to know specific situations when AcSEC believes there would be material differences in
asset values to substantiate the use of two sets of rules.
The proposed use of two cost accumulation models presents significant administrative
issues as well. Such a requirement would necessitate an investment in systems that could
accommodate dual costing of products based on the type of lease the inventory could
potentially be used for. We find no justification to make such an investment.
We believe the initial presumption should be the assets were produced for sale and
should be accounted for as inventory using a full cost approach. The reclassification to
PP&E can occur, as needed, when the disposition is known.

Issue 12: Paragraphs 49 through 56 of the proposed SOP discuss component
accounting and state that if a component has an expected useful life that differs
from the expected useful life of the PP&E asset to which it relates, the component
should be accounted for separately and depreciated or amortized over its separate
expected useful life. Do you agree with this approach to accounting for PP&E? If
not, what alternative would you propose and why?
As stated in our cover letter, we believe this proposed guidance goes beyond the scope of
AcSEC’s authority and is already permitted under existing rules. For those companies
that do not currently follow a component approach, AcSEC’s mandate of a component
approach creates significant extra work and complexity with little or no incremental
benefit to financial reporting. We do not believe that a change to current practice is
necessary and would strongly recommend that AcSEC remove this guidance from any
final pronouncement on PP&E.

Issue 13: Paragraphs 38 and 51 of the proposed SOP state that when existing PP&E
is replaced or otherwise removed from service and the replacement is capitalized,
the net book value of the replaced PP&E should be charged to depreciation expense
in the period of replacement. Do you agree with this approach? If not, what
alternative would you propose and why?
We agree with this approach.

Issue 14: The proposed SOP requires the use of component accounting to
depreciate identified components over their respective expected useful lives. As
7

noted in paragraph A48 of the proposed SOP, entities have developed and utilized
various conventions to depreciate assets, including group depreciation or use of
composite lives.
Those conventions are acceptable only if they result in
approximately the same gross PP&E, depreciation expense, accumulated
depreciation, and gains or losses on disposals of PP&E as the component
accounting method required by this proposed SOP. Do you agree with this
approach? If not, what alternative would you propose and why?
As mentioned in the response to Issue 12, we believe AcSEC is exceeding its authority
relative to the component accounting aspect of the proposed SOP. We find it difficult to
support the extra work required to justify such a change.

Issue 15: Paragraphs 61 and 63 of the proposed SOP list amendments to SOP 85-3,
Accounting by Agricultural Producers and Agricultural Cooperatives, and the AICPA
Audit and Accounting Guide Audits o f Agricultural Producers and Agricultural
Cooperatives, respectively. Do you agree with the proposed amendments? Do you
believe there are unique aspects of agricultural accounting, such as the accounting
for breeding and production animals and the accounting for plants and vines, that
should be amended by the proposed SOP, and why?
CCR has no basis from which to comment.

Issue 16: Paragraph 71 of the proposed SOP states that the prescribed component
accounting guidance should be initially adopted for existing PP&E using one of two
alternatives, the election and disclosure of which should be made when the SOP is
adopted. Do you agree with that approach and, if so, do you agree with the choice
of the two alternatives from which the election is to be made? If you do not agree
with that approach for existing PP&E, what approach would you propose and
why?
As stated in our cover letter, we do not support the inclusion of guidance on component
accounting in the final pronouncement.

Issue 17: Under paragraph 71(a) of the proposed SOP, the allocation of existing net
book value to components at transition should be based on (a) allocation of original
accounting records, if available, (b) relative fair values of components at date of
transition, if original accounting records are not available, or (c) another
reasonable method, if relative fair value is not practicable. Do you believe that the
ordering of allocation methods is appropriate? If you believe that a different order
would be appropriate, what order would you propose and why? Should the
proposed SOP provide additional examples to illustrate what constitutes “another
reasonable method”?
See answer to previous issue. The allocation process appears to be unnecessarily
complicated and additional examples probably would not compel an entity to select this
alternative at adoption.
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Issue 18: Paragraph 72 of the proposed SOP states that the SOP should be applied
prospectively for all costs incurred after the adoption of the SOP. It also states that
costs incurred prior to the adoption of the proposed SOP should not be re
characterized (as capital or expense items) to conform to the guidance in the SOP,
with the exception of certain costs of planned major maintenance activities. Do you
agree with that approach? If you do not agree with that approach, what approach
would you propose and why?
We agree with this approach, except as it applies to existing accruals for planned major
maintenance activities. In the event AcSEC does not agree that the accrual approach and
expense as incurred should be equally permissible, we believe these accrual balances
should be unwound as they normally would under existing practice. To require the
reversal of accruals under a change in accounting and then to take the charges again
when paid is unfair and unnecessary.

Issue 19: Under paragraph 71(a) of the proposed SOP, and as illustrated in
Example 3 in appendix C, an entity applying component accounting retroactively at
date of adoption may calculate a difference between the pre-adoption balance of
accumulated depreciation and the balance recalculated based on the estimated
useful lives of components that previously were not accounted for as separate
components. Under that paragraph, the difference is allocated back to the
accumulated depreciation of each component based on the net book values of the
components. Two alternatives considered were recording the difference as a
cumulative effect type adjustment at adoption and recording the difference as
additional depreciation expense at adoption. Do you agree with the proposed
approach or either of the alternatives, and why?
As stated in our cover letter, we do not support the inclusion of guidance on component
accounting in the final pronouncement.
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Allegheny Energy, Inc.
1310 Fairmont Avenue
P.O. Box 1392
Fairmont, WV 26555-1392
(304) 366-3000

November 7,2001

Mr. Marc Simon
Technical Manager, Accounting Standards
File 4210.CC
American Institute o f Certified Public Accountants
1211 Avenue o f the Americas
New York, N ew York 10036-8775
Re:

Comments o f Allegheny Energy, Inc. on the Proposed Statement o f Position,
“Accounting for Certain Costs and Activities Related to Property, Plant,
and Equipment”

Dear Mr. Simon:
Allegheny Energy, Inc. (AE) appreciates the opportunity to comment on the proposed Statement o f
Position (SOP), “Accounting for Certain Costs and Activities Related to Property, Plant, and Equipment”
as prepared by the Accounting Standards Executive Committee (AcSEC). The attached comments o f AE
are filed on behalf o f (1) Allegheny Power which consists o f Monongahela Power Company, The
Potomac Edison Company, and West Penn Power; (2) Allegheny Energy Supply Company; and
(3) Allegheny Ventures.
I. Overview o f the Allegheny System
AE is a diversified energy company operating in three principal segments: regulated utility opera
tions, unregulated generation, and other unregulated operations. The regulated utility operations
are conducted in a family o f companies (collectively doing business as Allegheny Power), which
consists o f (1) three regulated electric public utility companies, West Penn, Monongahela Power
(Monongahela Power also has a regulated natural gas utility division as a result o f its purchase o f
West Virginia Power Company) and Potomac Edison, and (2) a regulated natural gas public utility
company, Mountaineer Gas Company, which is a wholly-owned subsidiary o f Monongahela
Power. Allegheny Power delivers electricity to approximately 1.5 million customers in parts o f
Maryland, Ohio, Pennsylvania, Virginia, and West Virginia. Through the acquisition o f West
Virginia Power and Mountaineer Gas Company, Allegheny Power also delivers natural gas to
approximately 230,000 customers in West Virginia.
West Penn is subject to regulation by the Pennsylvania Public Utility Commission. Monongahela
Power is subject to regulation by both the West Virginia Public Service Commission (the
WVPSC), and the Public Utilities Commission o f Ohio, while Monongahela Power’s subsidiary,
Mountaineer Gas Company, is subject to regulation by the WVPSC. Potomac Edison is subject to
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regulation by the Maryland Public Service Commission, the WVPSC and the Virginia State
Corporation Commission.
Allegheny Energy Supply Company (AE Supply) develops, owns and operates electric generation
facilities and supplies and trades energy and energy-related commodities in selected domestic
retail and wholesale markets. AE Supply is a public utility company within the meaning o f
Section 2(aX3) o f the Public Utility Holding Company Act o f 1935, but it is not a utility for
purposes o f state regulation nor is it subject to regulation as an electric public utility in any o f the
states in which it operates. AE Supply’s wholly-owned subsidiary, Allegheny Energy Global
Markets (Global Markets), conducts Allegheny’s wholesale power marking and energy
commodity trading and fuel procurement activities and provides customers with structured
products and services to assist in meeting energy requirements.
Allegheny’s other unregulated operations are conducted by Allegheny Ventures, Inc., a non-utility
non-regulated subsidiary o f Allegheny. Allegheny Ventures invests in and develops telecom- and
energy-related projects through its wholly-owned subsidiaries Allegheny Communications
Connect, Inc. and Allegheny Energ y Solutions, Inc. Allegheny Communications Connect owns
and operates a growing fiber optic cable network, while Allegheny Energy Solutions provides
installation and maintenance o f distributed generation equipment, as well as power quality and
load management services to data intensive businesses, such as those in the telecommunications,
financial services, and healthcare industries.
II. General Comments o f AE
The AcSEC proposes guidance on accounting for certain costs and activities related to property,
plant, and equipment (PP&E), namely:
(a)

To standardize the costs and stages o f projects eligible for capitalization as PP&E

(b)

To standardize the depreciation methodology used by entities for PP&E assets

The accounting guidance contained in the proposed SOP has been cleared for issuance as an
exposure draft by the Financial Accounting Standards Board (FASB). AE agrees with the FASB’s
criteria for clearance o f proposed documents, as stated in the proposed SOP on page 12 which
states that (1) the proposal should not conflict with current or proposed accounting requirements,
unless it is a limited circumstance, usually in specialized industry accounting, and the proposal
adequately justifies the departure, (2) the proposal will result in an improvement in practice,
(3) the AICPA demonstrates the need for the proposal, and (4) the benefits o f the proposal are
expected to exceed the costs o f applying it.
AE has joined other investor-owned utilities by participating in formulating an industry
response sponsored by the Edison Electric Institute (EEI). This response has been filed with
the Accounting Standards Office o f the American Institute o f Certified Public Accountants.
AE actively supports the EEI response and encourages the AICPA to strongly consider the
items discussed in this industry response.
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The items discussed in the EEI industry response that are o f particularly strong importance to AE
are as follows:
A.

Conflict with Current Regulatory Accounting and Depreciation Methodology Requirements
Various subsidiaries o f AE are regulated by the Federal Energy Regulatory Commission
(FERC) and individual state Public Utility Commissions (PUCs). These regulatory bodies
generally require AE to follow the FERC Uniform System o f Accounts (USOA). FERC’s
USOA account structure requires AE to capitalize costs such as indirect construction
overhead and general and administrative costs, and gives the ability to track property using
mass property accounting (18 CFR Part 101 Electric Plant Instructions 4.A, 3.A.12, and
10.B.2, respectively). This guidance from FERC is in direct conflict with the guidance
provided in the proposed SOP. Conforming to both FERC requirements for regulatory
reporting and the SOP for reporting to the Securities and Exchange Commission (SEC) will
require two “sets o f books” with processes to categorize and capture information twice using
different rules for reporting and ratemaking. The large number o f transactions incurred by
AE in the highly capital-intensive utility industry will drive significant, expensive changes in
automated processes in order to comply with the proposed rules in the SOP. Having two sets
o f rules would also increase the costs o f defending against litigation within the regulatory
environment. The increase would result from (1) the increase in record keeping costs to
handle the significant number o f regulatory assets/liabilities that would be required, and
(2) the increase in legal costs as a result o f the need to examine and defend costs that have
been historically included in normal PP&E.
In addition, the FERC USOA requires that AE use the composite rate method o f depreciation.
The application o f these rules provides independent and scientific review o f rates, recognition
o f interim component retirements supported by actuarial studies, and can include recognition
losses or gains for events outside o f normal statistical variance. Furthermore, state PUCs
typically follow FERC’s accounting rules and base their ratemaking decisions accordingly.
Requiring AE to capitalize assets or compute depreciation using a methodology contradictory
to existing FERC rulemaking would (a) force AE to maintain two separate sets o f accounting
books; (b) unnecessarily add to accounting and administrative costs incurred; and
(c) increase - not decrease - public confusion in regards to its financial statements.

B.

Negligible Improvements in Practice
The use o f component accounting, or a component-based depreciation system will not
improve the accuracy o f capital recovery, but could significantly put at risk an industry whose
financial integrity rests upon recovery o f large amounts o f capital investment. For decades,
recovery o f investment in the utility industry has been accomplished using group deprecia
tion. The application o f group depreciation, applied by AE takes into account both interim
retirements o f components and the uncertainty or probability inherent in a life estimate. In
addition, because AE has a significant number o f items o f property, it is neither efficient nor
accurate to track them individually. Actuarial studies, university research, and continual
revalidation o f modeling techniques support group depreciation. Component-based depre
ciation requires a discrete estimate o f life and salvage value for each component. This
precludes the use o f statistical and empirical analysis in an environment where the only
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reasonably accurate way o f projecting retirements for the large volume o f assets within
utilities is by applying statistical probabilities to groups o f assets. Lacking empirical quanti
fication, raw judgment would be applied under component-based depreciation to thousands o f
individual assets to select useful lives and salvage value. Use o f judgment o f this magnitude
is not an improvement in practice, but a step backwards in providing accurate capital
recovery. Any change in depreciation policy that disallows the ability to use actuarial science
to project future conditions and replaces it with a review mandating pure judgment cannot be
seen as an improvement in practice.
C.

Costs Outweigh Benefits
The application o f this SOP would be extremely expensive for AE. For example, AE has a
significant number o f utility poles and cross-arms and thousands o f feet o f buried cable and
overhead wire. These and similar types o f homogeneous assets are currently accounted for
using a vintage year group method. As such, a change to component accounting procedures
would be neither economically feasible or physically possible.
Also, due to the tremendous number o f assets and transactions that occur in this
capital-intensive industry, AE would need to make significant programming and operational
changes to its processes for capturing, capitalizing, and tracking asset costs. This SOP would
necessitate an increased level o f staffing in order to track and maintain the additional volume
o f information created by the proposed change in accounting. The proposed rule would also
require the addition o f a large number o f regulatory assets or liabilities from the application
o f Statement o f Financial Accounting Standard (SFAS) 71, “Accounting for the Effects o f
Certain Types o f Regulation” on AE’s books to synchronize regulatory reporting (for the
purpose o f recovering costs under a regulated framework) with reporting as mandated for
generally accepted accounting principles (GAAP).

D.

Additional General Comments (Complexity in SOP Requirements)
AE suggests that the draft SOP is much more than a clarification or a simple modification o f
existing GAAP, but instead, is a significant departure from GAAP as currently practiced by
regulated utilities. Considering this dramatic departure from current practices, AE is
surprised that this guidance is being issued by AcSEC. The result o f this SOP will be to
require a completely new set o f policies and significantly increased record keeping for AE.
SOP’s are typically limited in scope, and often are industry-specific. As such, an SOP can be
drafted, reviewed, commented upon, and enacted in a relatively short period o f time. This
proposed SOP is neither limited in scope nor industry specific. Upon consideration o f the
proposed SOP by AE, which has a large fixed asset base, it is apparent that the provisions o f
the component accounting section o f the SOP presents a dramatic change in the Company’s
accounting practices.

An Exposure Draft (ED) issued by the FASB would provide a more thorough review and
comment period. An ED would allow the governing accounting body more time to reflect
upon the comments received from the interested parties. Finally, the changes prescribed in
the component accounting section are so significant that they go beyond a simple “clarifica
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tion o f existing policy.” These changes actually constitute new policy. As such, an ED
issued by FASB, would be a more appropriate venue.
DI. AE’s Response to Specific Issues Defined in the SOP
In addition to the general comments above, AE provides responses to specific items (Issues 2 ,4 ,
12, 13,14, and 17) as put forth by the AcSEC in the letter included with the draft SOP.
Issue 2 :
AE agrees in principle with a project stage or timeline framework, but we take exception to the
stages as outlined in certain paragraphs o f the SOP. We believe there remains some uncertainty
around the accounting requirements and cost recovery implications for certain stages when the
project framework is applied to AE. The proposed project stage framework as the basis for cost
classification causes the same costs to be treated differently dependent upon their timing. In
paragraph A8, the SOP states that “AcSEC concluded that the guidance in the SOP would be more
operational i f capitalization criteria were based on the kinds o f activities performed and kinds o f
costs incurred rather than on whether a particular expenditure fits into one o f a large number o f
classification categories.” This statement contradicts the example o f the proposed framework
given in Appendix B o f the SOP where costs appear to be classified only by timing and not by “the
kinds o f activities performed and kinds o f costs incurred.”
AE believes that costs should be capitalized or expensed based on the kind o f activity that was
performed and that the beginning and end o f each stage should be determined by this and not on a
specific time criteria.
AE also believes that the proposed project stage framework approach does not eliminate the need
for determining the capital or maintenance nature o f a project and the determination o f the kind o f
activity being performed and the type o f cost being incurred. It only adds another factor (timing)
to the decision-making process. Finally, as previously stated, AE believes that previously
authorized regulatory accounting requirements help define the manner in which AE recognizes
these costs.
Issue 4 :
AE does not agree that the costs listed in paragraphs 23 and 28 are an all-inclusive list o f costs that
should be capitalized. The electric utility business requires an ongoing construction o f assets to
accommodate growth and to replace routinely retired assets. Consequently, AE has staffing in
place specifically to self-construct assets to be used in the ordinary course o f delivering utility
services.
A s proposed, the PP& E related co sts incurred during d ie pre-acquisition, acquisition or construc

tion, and in-service stages should be charged to expense unless the costs are directly identifiable
with the specific PP&E. AE strongly believes that, given the capital-intensive nature o f electric
utilities, additional identifiable costs not listed in paragraphs 23 and 28 could also be included as
capital project costs and that the list, provided in the exposure draft, is restrictive in nature. In the
electric utility business, the list could include, but not be limited to, preliminary engineering costs,
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general and administrative costs (G&A), other overhead costs, transportation-related costs, and
associated procurement costs o f maintaining inventory for construction. These expenditures are an
integral part o f the total cost o f a capital project. There is a definite need to associate these types
o f expenditures to capital projects, if they are specifically incurred to create an asset that provides
future benefit to AE beyond the current period. AE believes it should have the ability to have
some flexibility in directing specific costs to either capital or expense given circumstances that
would require an appropriate justification o f how the costs are to be distributed.
The proposed SOP appears to preclude the capitalization o f “preliminary engineering” costs. This
broadly defined term typically relates to costs incurred for speculative projects - those not yet
fully authorized or funded - in the hope that such authorization and funding will be subsequently
approved once a plan has been developed. Engineering costs are typically expensed until a
particular capital project is approved by management for construction after which direct engineer
ing costs are capitalized. This appears to be consistent with the intent o f the exposure draft.
Occasionally, however, AE employs the preliminary engineering concept for studies mandated by
regulatory bodies. Charges are accumulated in a deferred charge account. If new construction is
approved by management, charges directly attributable to that construction are capitalized.
Charges not directly attributable to new construction are expensed i f PUC approval is not granted
for treatment as a regulatory asset. Based on the proposed SOP, such costs would be expensed and
treatment as a regulatory asset could be precluded.
AE does not believe that all G&A and overhead costs should be expensed because many o f these
costs, in a capital-intensive business, do relate directly to the construction activities. The direct
charging o f these costs is not prudent given the large volume o f construction projects, but the feet
that the G&A and overheads are rationally allocated should not exclude the costs from being
associated with a capital project. AE has strict policies and performs detailed studies to assure that
only the capital portion o f G&A and overheads are applied toward construction work. The shift o f
such costs from capital to expense could potentially cause significant income statement impact and
understate the balance sheet. Certainly, this practice will affect rate base and the rate o f return,
thereby creating regulatory issues. For a regulated electric utility, expensing o f all G&A over
heads is in direct conflict with the Code o f Federal Regulations - 18 CFR Part 101, Electric Plant
Instruction Nos. 3 and 4. The specific language contained within these electric plant instructions
is as follows:
All overhead construction costs, such as engineering, supervision, general
office salaries and expenses, construction engineering and supervision by
others than the accounting utility, law expenses, insurance, injuries and
damages, relief and pensions, taxes and interest, shall be charged to particular
jobs or units on the basis o f the amounts o f such overheads reasonably applicable
thereto, to the end that each job or unit shall bear its equitable proportion o f such
costs and that the entire cost o f the unit, both direct and overhead, shall be
deducted from the plant accounts at the time the property is retired.
AE is involved with either removing old costs when replacement occurs or treating these costs as
maintenance (not adding to asset value) and continuing depreciation on previous schedules.
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Direct material and labor costs have historically been and will continue to be capitalized. Directly
identifiable costs also include “depreciation o f machinery and equipment used directly in the
construction or installation o f PP&E”. This is based on the calculation o f direct use o f the
machinery or equipment as a percentage o f the expected useful life o f the machinery or equipment.
Finally, the costs associated with maintaining a storeroom or warehouse that is used to facilitate
the handling o f material for the large volume o f construction or operating jobs is a directly identi
fiable cost and does exist to serve the construction process. The costs to purchase, store, and
transport the material to a construction job should be included in the capital project as they are
directly associated with the work. Although these costs, listed here and in the previews
paragraphs, are just a few examples that demonstrate that the list provided in the draft is too
limiting, AE recommends that the list be characterized as “examples, not intended to be inclusive,”
to prevent costs that could be appropriately assigned as “direct” from being excluded.
An inherent bias seems to exist in this SOP regarding companies with the ability to self-construct
assets. Many o f the costs that would not be capitalized by companies self-constructing an asset
(indirect and support functions) under this SOP, are inherently included in bills from third parties
and, thus, capitalized for the same services rendered. In feet, billings from third parties would also
include a profit margin.
Issue 12:
Issues 12, 13, and 14 are o f paramount importance to AE. The implementation o f these new
provisions will result in a significant and permanent increase in personnel and systems-related
costs for AE that will be borne by ratepayers, without a corresponding improvement in either
service to customers or in the quality o f financial reporting. AE believes that it is important that
AcSEC understands and provides for the unique nature o f the electric utility industry with regard
to these provisions. The following list contains several reasons why the component accounting
provisions o f the SOP should not be implemented as stated in the SOP:
a.

The utility industry is one o f the most capital-intensive industries in the country, with one o f
the lowest ratios o f revenue to fixed asset investment o f any major industry.

b.

A significant portion o f AE’s fixed assets are comprised o f “mass” property - high volume,
low cost assets such as utility poles, line transformers, meters, etc. The implementation o f
component accounting for these categories o f assets would create thousands o f additional
immaterial transactions.

c.

AE continues to be subject to cost-based ratemaking for mass property which remains as a part
o f regulated utility service even where generation has been deregulated. As AE’s largest asset
category, PP&E is subject to an extensive and well-developed regulatory framework
surrounding accounting for PP&E. The regulatory framework’s primary focus is the fair and
equitable recovery o f the investment in PP&E from ratepayers.

d.

The regulatory framework for PP&E includes the “retirement unit” accounting concept, which
is very similar to the component accounting concept in the proposed SOP.
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e. Regardless o f whether or not AE is required to implement the component accounting
provisions o f the proposed SOP, AE will be required, for ratemaking purposes, to continue to
account for PP&E in accordance with regulatory guidelines. Accordingly, AE would be faced
with the very burdensome and expensive requirement to maintain two separate sets o f detailed
records for its extensive PP&E assets. However, any differences between these detailed
records would likely not affect reported results o f operations for AE, as the differences would
be recorded as regulatory assets or liabilities because o f the applicability o f SFAS 71.
For the reasons outlined above, AE believes that the proposed SOP’s component accounting
approach is not appropriate for its operations. At a minimum, paragraph 52 o f the proposed SOP
should be supplemented to specifically exempt items o f mass property from component accounting
requirements, as the implementation o f these requirements for mass property would be
impracticable.
Issue 13:
As noted in our response to Issue 12, a significant portion o f the regulatory ratemaking framework
has to do with the fair and equitable recovery o f a utility’s total investment in PP&E. One feature
o f this framework is that the net book value o f retired PP&E is maintained in an electric utility’s
accumulated depreciation. This treatment is provided in order to (1) recognize that assets will
retire around an expected average life, (2) levelize rates, (3) ensure full recovery o f all prudently
incurred costs, and (4) reflect on the balance sheet all assets still providing service.
As with Issue 12 above, implementation o f these proposed accounting techniques for AE would
require the very costly maintenance o f two separate and complete details o f PP&E, with any
differences recorded as regulatory assets or liabilities. AE does not believe this added cost to be
justified in the circumstances. In addition, as discussed above with regard to Issue 12, separate
accounting for the retirement o f individual items o f mass property would be impracticable. For the
various reasons noted above, AE believes that the proposed SOP’s retirement accounting
provisions should not be applied to AE.
It should be noted that the proposed SOP’s provisions in this regard conflict with the provisions o f
the SEC Staff Accounting Bulletin Topic 5B. This guidance precludes charging depreciation
expense for the net book value o f replaced PP&E and recognizes the propriety o f group or
composite depreciation, including the charging o f accumulated depreciation for gains or losses on
replaced PP&E.
Issue 14:
AE does not agree with the provisions o f the proposed SOP requiring separate depreciation
accounting for all individual components. AE has historically relied heavily upon group and
com posite depreciation m ethods in accounting for depreciation o f utility property. A s noted in our
responses to Issues 12 and 13, individual component accounting would be impracticable and
costly, and would not improve financial reporting for a regulated utility.
In fact, AE believes that group and composite depreciation methods are superior to individual
component accounting in circumstances in which there is a large pool o f assets with statistically
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valid dispersion o f actual useful lives. Through standards such as SFAS Nos. 87 “Employers’
Accounting for Pensions” and 106 “Employers’ Accounting for Postretirement Benefits Other
Than Pensions,” accounting precedent exists for the recognition in financial statements o f
estimates made utilizing statistical mortality data.
To further support group depreciation over the component method, AE is constantly adding assets
through succeeding years that make group depreciation methods more meaningful and provide
further actuarial validation. It should be understood that these methods are conceptually very
similar to the objectives o f the SOP’s component depreciation concepts. Depreciation expense
tracks the usage o f the asset, and the group or composite method takes into account individual
items that have either unusually short or unusually long actual lives, through the inclusion o f
interim retirement estimates in depreciation rates and other methods.
AE strongly suggests that composite and group depreciation methods should continue to be
permitted, in recognition o f their practical and theoretical superiority in accounting for large pools
o f similar assets.
Issue 17:
Considering the recent issuance o f other property-related pronouncements, and the considerable
resources which will be required to implement the proposed SOP, AE supports the EEI industry
response and recommends that the fiscal year-end effective date be timed so as to allow at least
18 months after the issuance o f the final standard in which to implement the guidance in the final
rule.
Conclusion
AE is required to follow the accounting requirements o f various state and federal regulatory
commissions. The regulatory bodies follow these accounting rules and base their ratemaking
decisions accordingly. Capitalizing costs such as indirect construction overhead and general and
administrative costs as well as utilizing group or composite depreciation for “mass” property are
accounting concepts that have been used for a long period o f time. These accounting concepts
have been used to determine appropriate investment recovery and costing strategies that have
ultimately been subject to regulatory scrutiny before being approved for implementation.
AE appreciates the opportunity to comment on the proposed Statement o f Position and respectfully
requests that AcSEC consider both the comments o f AE as well as those comments submitted by
the Edison Electric Institute on behalf o f investor-owned electric utilities.
Respectfully submitted,

George C. Boyles, Assistant Controller
Allegheny Energy Service Corporation
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VIA ELECTRONIC MAIL

November 9, 2001

Mr. Marc Simon
Technical Manager, Accounting Standards
File 4210.CC
American Institute of Certified Public Accountants
1211 Avenue of the Americas
New York, NY 10036-8775
msimon@aicpa.org
RE:

Comments of MDU Resources on the Proposed Statement of Position,
“Accounting For Certain Costs And Activities Related To Property, Plant, And
Equipment.”

Dear Mr. Simon:
MDU Resources Group, Inc. (MDU Resources) appreciates the opportunity to comment
on the proposed Statement of Position (SOP), “Accounting for Certain Costs and Activities
Related to Property, Plant, and Equipment” as prepared by the Accounting Standards Executive
Committee (AcSEC).
MDU Resources is a diversified natural resource company comprised of regulated
electric and natural gas utilities and an interstate natural gas pipeline, as well as non-regulated
utility services, natural gas and oil production, construction materials and mining, and energy
services operations.
The criteria applied by the Financial Accounting Standards Board in its review of
accounting guidance include the following: 1) the proposal should not conflict with current or
proposed accounting requirements, unless it is a limited circumstance, usually in specialized
industry accounting, and the proposal adequately justifies the departure; 2) the proposal will
result in an improvement in practice; 3) the AICPA demonstrates a need for the proposal; and 4)
the benefits of the proposal are expected to exceed the costs of applying it.

1

MDU Resources regards the proposed SOP as a departure from current regulatory
accounting requirements, which will result in little, if any, improvement in practice and which
will be extremely expensive to apply.
Conflict with Current Regulatory Accounting Requirements
MDU Resources’ utility and interstate pipeline businesses are regulated by the Federal
Energy Regulatory Commission (FERC). State Public Utility Commissions (PUCs) have
regulatory oversight of utility operations as well. Accordingly, the company’s regulated
operations follow the FERC Uniform System of Accounts (USOA). One of the primary goals of
regulatory oversight is fair and equitable recovery of the investment in property, plant and
equipment (PP&E) from ratepayers. As a result, PP&E is subject to considerable regulatory
scrutiny and well-developed rules, which necessarily impose a high degree of uniformity in
accounting for these items. Conforming with certain provisions of the proposed SOP would
require significant deviation from the USOA, which delineates the types of costs that are
capitalizable. In addition, the composite rate method of depreciation is standard practice for
those entities required to follow the FERC’s USOA.
To be more specific, the proposed use of component accounting as outlined in paragraph
49, requiring the separate identification and amortization of items of PP&E with unique useful
lives, conflicts with the “retirement unit” accounting concept which is fully supported by
regulatory bodies. Retirement units allow for the aggregation of assets based on similar
characteristics, as well as depreciation based on group rates. Depreciation rates for groups of
assets are derived from statistically-based book depreciation studies that identify average service
lives, retirement dispersion, and net salvage and test the adequacy of the accumulated reserves.
In addition, the expensing of all costs incurred in the preliminary stage as described in paragraph
22 and the expensing of general and administrative overheads as directed in paragraphs 24 and
29 conflict with the USOA, which allows capitalization of certain costs during the preliminary
stage and directs that general administration overhead costs be charged to construction jobs or
units.
Costs of Application Exceed Benefits
The acceptance of the aggregation of PP&E, group depreciation rates and capitalization
of certain overhead costs is attributable in part to the recognition of utility operations as a
particularly capital-intensive business. MDU Resources’ regulated operations and its nonregulated pipeline operations have significant numbers of property items and to track each item
individually is highly inefficient.
Furthermore, regulatory bodies have accepted and
promulgated rules and account structures recognizing the propriety of these conventions, which
are tested and proved out by depreciation studies. Significant costs would be incurred to create
systems and add permanent staff to capture, process, and track asset component costs. These
costs will ultimately be borne by ratepayers who will not receive any improvement in financial
reporting or customer service. Moreover, regulated businesses will be required, for ratemaking
purposes, to continue to account for PP&E in accordance with regulatory guidelines. Differences
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between the proposed rules and the regulatory rules would necessitate the addition of large
numbers of regulatory assets or liabilities from the application of SFAS 71, “Accounting for the
Effects of Certain Types of Regulation”. Accordingly, regulated businesses would be faced with
the very onerous and expensive requirement of maintaining two separate sets of detailed records
for their extensive PP&E assets to synchronize regulatory reporting with reporting as mandated
for generally accepted accounting principles. Maintaining these two “sets of books” by
processing and categorizing costs twice using different sets of rules for reporting and ratemaking
would significantly add to administrative costs without any appreciable improvement in
accuracy.
Additional Comments
In paragraph A35 of the appendix to the proposed SOP, the AcSEC enumerates four
methods of accounting for planned maintenance activities currently deemed acceptable: 1)
expense as incurred; 2) accrue in advance; 3) defer and amortize; and 4) built-in overhaul. The
AcSEC is rejecting the three latter methods and prescribes the expense as incurred method in
paragraph 45 of the proposed SOP. The expense as incurred method is based on the
presumptions that repair costs are relatively consistent from period to period; that they are not
separately identifiable assets by themselves; and they serve to restore (not improve) related
assets to their original operating condition. We believe matching principle has merit and the
systematic amortization of planned maintenance should be allowed. Certain of MDU Resources’
businesses currently use the defer and amortize method. Deferring and amortizing maintenance
costs over a seasonal revenue-producing period results in matching the expense of maintaining
equipment with the related revenues derived from the use of such equipment. Future revenues
and cash flows are dependant on equipment being in operational condition and, as such, could
not be generated without incurring planned maintenance costs.
Conclusion
Based on the abovementioned rationale, MDU Resources strongly believes the proposed
SOP to be a major departure from current regulatory accounting requirements, which would
result in little, if any, improvement in practice. Furthermore, this proposal will be exceedingly
costly to apply. We, therefore, respectfully recommend that regulated entities be exempt from
the proposed SOP. We also recommend that seasonally-sensitive industries, including the
construction industry, be allowed to apply the defer and amortize method of accounting for
planned maintenance costs.
MDU Resources appreciates the opportunity to respond to the proposed Statement of
Position and to provide input into the AcSEC’s process. We hope that our comments will be
helpful and will be considered in future deliberations.
Sincerely,
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Vernon A. Raile
Vice President, Controller, and Chief Accounting Officer
MDU Resources Group, Inc.
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November 12, 2001

Mr. Marc Simon
Technical Manager, Accounting Standards
File 4210.CC
American Institute of Certified Public Accountants
1211 Avenue of the Americas
New York, NY 10036-8775
Re:

Exposure Draft - Proposed Statement of Position, “Accounting for Certain Costs
and Activities Related to Property, Plant, and Equipment”

Dear Mr. Simon:
Smoky Hill Electric Cooperative Association, Inc. appreciates the opportunity to submit
written comments regarding the above-referenced Proposed Statement of Position (PP&E
Accounting Proposal) to the Accounting Standards Executive Committee (AcSEC) of the
American Institute of Certified Public Accountants (AICPA).
Smoky Hill Electric Cooperative Association, Inc. is an electric cooperative in the state
of Kansas, providing electricity to approximately 2900 consumers-owners in 7 counties.
Since we operate within the capital-intensive electric utility industry, the PP&E
Accounting Proposal would significantly and negatively impact Smoky Hill Electric
Cooperative Association, Inc. accounting policies and administrative costs. Over the past
three years, additions to our total utility plant have averaged $591,616 annually. During
this same period, yearly reported patronage capital (margins) has averaged $277,946. We
conservatively estimate that, if adopted, this PP&E proposal could decrease these
margins by at least 78.7%. Resultant electric rates to our consumers would have to be
increased substantially to cover the incremental costs associated with this proposal and to
protect our financial integrity and credit rating.
Smoky Hill Electric Cooperative Association, Inc. is required to follow accounting
requirements promulgated by the Rural Utilities Service (RUS). The PP&E Accounting
Proposal raises significant ratemaking, operational, and accounting concerns for Smoky
Hill Electric Cooperative Association, Inc. The most significant of these concerns arise
due to accounting inconsistencies between this proposal and the RUS Uniform System of
Accounts and attendant RUS regulations and interpretations (collectively, Electric
Cooperative Accounting Requirements). The PP&E Accounting Proposal and the
attendant detrimental impacts to Smoky Hill Electric Cooperative Association, Inc.
include the following:

•

Electric Cooperative Accounting Requirements specify capitalization of overheads in
support of construction projects and permit capitalization of an appropriate portion of
administrative and general (A&G) costs.
In addition, Electric Cooperative
Accounting Requirements specify capitalization of preliminary investigation and
survey (PI&S) charges.
The PP&E Accounting Proposal would prohibit
capitalization of overheads, PI&S charges, and A&G costs.
Implementation of these provisions would dramatically increase earnings volatility, as
these overhead, PI&S charges, and A&G costs would be expensed, rather than
capitalized as they are today. We estimate that the annual financial impact of these
items would decrease our margins by at least $37,214 annually or more, depending
upon the extent of the capital restrictions ultimately imposed. Furthermore, from the
standpoint of rate-making fairness, failure to capitalize these costs would inequitably
shift the burden of collection of these costs from customers using the plant asset over
its useful life to existing customers at the time the plant asset is constructed.

•

Electric Cooperative Accounting Requirements prescribe the use of the group method
of depreciation for plant assets. The PP&E Accounting Proposal would require use of
depreciation accounting by component, defined as “a tangible part or portion of
[plant] that can be separately identified as an asset and depreciated or amortized over
its own separate expected useful life”. The PP&E Accounting Proposal generally
prohibits the use of a group method of depreciation, unless it can be shown by the
entity that the asset balances and operating results under the group method is not
materially different from that obtained under the component method.
Implementation of this provision would require administrative reorganization to
comply with the data collection requirements, as well as expensive new automated
accounting systems —or at a minimum, significant upgrades to existing software. In
addition, determination of material differences between the component and group
accounting methods would require record keeping for both methods, adding
significantly to plant record-keeping costs, as well as audit costs. The estimated costs
to upgrade automated systems and provide additional administrative record-keeping
and data input is projected to add at least $50,000 in one-time costs and will
conservatively exceed $218,616 on an annual basis thereafter. If adopted, our
staffing costs are projected to increase by at least $62,076 annually, or more than
25%, to support the extra administrative and reporting burdens of this requirement.

•

Electric Cooperative Accounting Requirements, consistent with group depreciation
accounting convention, generally prescribe that gains and losses on normal
dispositions of mass assets be closed to the accumulated depreciation account, under
the theory that over time gains and losses will net out. The PP&E Accounting

Proposal would require that gains and losses be reflected in the results of operations
in the current accounting period. Implementation of this provision would result in
increased earnings volatility, as gains and losses on plant disposition are reflected in
the current results of operations. Annual gains / (losses) closed to the accumulated
depreciation account over the past three years have averaged $70,905. Electricity
rates would likely require significant upward adjustment to provide for this increased
uncertainty of earnings.
•

Electric Cooperative Accounting Requirements generally recognize the cost of
removal of a plant asset over the useful life of that asset, as a component of the
depreciation rate. The PP&E Accounting Proposal would require that cost of removal
be reflected in the results of operations in the accounting period in which such cost
was incurred. Removal costs we’ve incurred over the past three years have averaged
$48,422 annually. Implementation of this provision would result in increased
earnings volatility, as cost of removal would be reflected in a single accounting
period. Furthermore, from the standpoint of ratemaking fairness, failure to recognize
cost of removal over the asset’s life would inequitably shift the burden of collection
of these costs from customers using the plant asset to customers during the retirement
of the plant asset.

Each of the above accounting inconsistencies pose operational problems and create
significant administrative burdens for Smoky Hill Electric Cooperative Association, Inc.
that will dramatically raise the cost of electricity our rural member owners. The
detrimental impacts of each item should be carefully considered and weighed against any
identifiable benefits before the AICPA AcSEC implements the attendant provision of the
PP&E Accounting Proposal for electric utilities. Further, we recommend that any and all
decisions and changes impacting PP&E be closely coordinated in advance with RUS and
all other federal and state governmental authorities regulating electric cooperatives and
the electric industry.
Smoky Hill Electric Cooperative Association, Inc. appreciates the opportunity to provide
comments on the PP&E Accounting Proposal and respectfully urges the AICPA AcSEC
to consider its views. If questions arise concerning these comments, please feel free to
contact Donald R. Minard, Manager at (785) 472-4021.

Sincerely Yours,
Donald R. Minard
Manager

November 12, 2001

Mr. Marc Simon
Technical Manager, Accounting Standards
File 4210.CC
American Institute of Certified Public Accountants
1211 Avenue of the Americas
New York, NY 10036-8775
Re:

Exposure Draft - Proposed Statement of Position, “Accounting for Certain Costs
and Activities Related to Property, Plant, and Equipment”

Dear Mr. Simon:
Brown-Atchison Electric Cooperative appreciates the opportunity to submit written
comments regarding the above-referenced Proposed Statement of Position (PP&E
Accounting Proposal) to the Accounting Standards Executive Committee (AcSEC) of the
American Institute of Certified Public Accountants (AICPA).
We are an electric cooperative in the state of Kansas, providing electricity to
approximately 3000 consumers-owners in 6 counties. Since we operate within the capitalintensive electric utility industry, the PP&E Accounting Proposal would significantly and
negatively impact Brown-Atchison’s accounting policies and administrative costs. Over
the past three years, additions to our total utility plant have averaged $594,971 annually.
During this same period, yearly reported patronage capital (margins) has averaged
$663,545. We conservatively estimate that, if adopted, this PP&E proposal could
decrease these margins by at least 40.4%. Resultant electric rates to our consumers
would have to be increased substantially to cover the incremental costs associated with
this proposal and to protect our financial integrity and credit rating.
Brown-Atchison Electric is required to follow accounting requirements promulgated by
the Rural Utilities Service (RUS). The PP&E Accounting Proposal raises significant
ratemaking, operational, and accounting concerns for us. The most significant of these
concerns arise due to accounting inconsistencies between this proposal and the RUS
Uniform System of Accounts and attendant RUS regulations and interpretations
(collectively, Electric Cooperative Accounting Requirements). The PP&E Accounting
Proposal and the attendant detrimental impacts to Brown-Atchison Electric include the
f o llo w in g :

•

Electric Cooperative Accounting Requirements specify capitalization of overheads in
support of construction projects and permit capitalization of an appropriate portion of
administrative and general (A&G) costs.
In addition, Electric Cooperative
Accounting Requirements specify capitalization of preliminary investigation and
survey (PI&S) charges.
The PP&E Accounting Proposal would prohibit
capitalization of overheads, PI&S charges, and A&G costs.
Implementation of these provisions would dramatically increase earnings volatility, as
these overhead, PI&S charges, and A&G costs would be expensed, rather than
capitalized as they are today. We estimate that the annual financial impact of these
items would decrease our margins by at least $47,228 annually or more, depending
upon the extent of the capital restrictions ultimately imposed. Furthermore, from the
standpoint of rate-making fairness, failure to capitalize these costs would inequitably
shift the burden of collection of these costs from customers using the plant asset over
its useful life to existing customers at the time the plant asset is constructed.

•

Electric Cooperative Accounting Requirements prescribe the use of the group method
of depreciation for plant assets. The PP&E Accounting Proposal would require use of
depreciation accounting by component, defined as “a tangible part or portion of
[plant] that can be separately identified as an asset and depreciated or amortized over
its own separate expected useful life”. The PP&E Accounting Proposal generally
prohibits the use of a group method of depreciation, unless it can be shown by the
entity that the asset balances and operating results under the group method is not
materially different from that obtained under the component method.
Implementation of this provision would require administrative reorganization to
comply with the data collection requirements, as well as expensive new automated
accounting systems —or at a minimum, significant upgrades to existing software. In
addition, determination of material differences between the component and group
accounting methods would require record keeping for both methods, adding
significantly to plant record-keeping costs, as well as audit costs. The estimated costs
to upgrade automated systems and provide additional administrative record-keeping
and data input is projected to add at least $50,000 in one-time costs and will
conservatively exceed $267,822 on an annual basis thereafter. If adopted, our
staffing costs are projected to increase by at least $84,905 annually, or more than
25%, to support the extra administrative and reporting burdens of this requirement.

•

Electric Cooperative Accounting Requirements, consistent with group depreciation
accounting convention, generally prescribe that gains and losses on normal
dispositions of mass assets be closed to the accumulated depreciation account, under
the theory that over time gains and losses will net out. The PP&E Accounting
Proposal would require that gains and losses be reflected in the results of operations
in the current accounting period. Implementation of this provision would result in
increased earnings volatility, as gains and losses on plant disposition are reflected in
the current results of operations. Annual gains / (losses) closed to the accumulated
depreciation account over the past three years have averaged $127,213. Electricity

rates would likely require significant upward adjustment to provide for this increased
uncertainty of earnings.
•

Electric Cooperative Accounting Requirements generally recognize the cost of
removal of a plant asset over the useful life of that asset, as a component of the
depreciation rate. The PP&E Accounting Proposal would require that cost of removal
be reflected in the results of operations in the accounting period in which such cost
was incurred. Removal costs we’ve incurred over the past three years have averaged
$8,476 annually. Implementation of this provision would result in increased earnings
volatility, as cost of removal would be reflected in a single accounting period.
Furthermore, from the standpoint of ratemaking fairness, failure to recognize cost of
removal over the asset’s life would inequitably shift the burden of collection of these
costs from customers using the plant asset to customers during the retirement of the
plant asset.

Each of the above accounting inconsistencies pose operational problems and create
significant administrative burdens for Brown-Atchison Electric that will dramatically
raise the cost of electricity our rural member owners. The detrimental impacts of each
item should be carefully considered and weighed against any identifiable benefits before
the AICPA AcSEC implements the attendant provision of the PP&E Accounting
Proposal for electric utilities. Further, we recommend that any and all decisions and
changes impacting PP&E be closely coordinated in advance with RUS and all other
federal and state governmental authorities regulating electric cooperatives and the electric
industry.
We appreciate the opportunity to provide comments on the PP&E Accounting Proposal
and respectfully urges the AICPA AcSEC to consider its views. If questions arise
concerning these comments, please feel free to contact me at 785-486-2117.

Sincerely Yours,

Rod Gerdes General Manager
Brown-Atchison Electric Cooperative
Box 230
Horton, KS 66439

November 12,2001

Mr. Marc Simon
Technical Manager, Accounting Standards
File4210.CC
American Institute of Certified Public Accountants
1211 Avenue of the Americas
New York, NY 10036-8775

Reference:

Exposure Draft - Proposed Statement of Position, “Accounting for Certain
Costs and Activities Related to Property, Plant, and Equipment”

Dear Mr. Simon:
Cumberland Electric Membership Corporation (CEMC) is a rural electric distribution cooperative that
provides electric service to approximately 75,000 member-owners in a five-county area in the State of
Tennessee. The cooperative has operations and electric facilities in Montgomery, Cheatham,
Robertson, Sumner, and Stewart Counties. CEMC is a member of the national trade organization called
National Rural Electric Cooperative Association (NRECA). Also, CEMC is a Rural Utilities Service
(RUS) borrower and derives its power supply from the Tennessee Valley Authority (TVA).
CEMC hereby respectively submits written comments regarding the above referenced Proposed
Statement of Position (PP&E Accounting Proposal) to the Accounting Standards Executive Committee
(AcSEC) of the American Institute of Certified Public Accountants (AICPA).
The electric distribution cooperative utility business is a capital-intensive, rate-based, member-owned,
and regulated industry. With that in mind, the PP&E Accounting Proposal would significantly impact the
operational and accounting policies of this organization and potentially cause harm to our memberowners through increased cost with little or no evidence of benefits derived from the accounting change.
Considerable discussion should take place with utility regulators, such as the Federal Energy
Regulatory Commission (FERC), RUS, and TVA before any standing practices are overturned by the
proposed accounting change.
CEMC follows the Uniform System of Accounts of FERC and RUS and is regulated by TVA in its costof-service studies, accounting, and rate-making process. This Uniform System of Accounts for utilities
along with FASB #71 reflects best the rates required and the most consistent matching of revenues with
expenses and presents the fairest representation of financial position and results of operations to its
financial statement users, the member-owners and regulatory bodies.
CEMC believes that uniformity and standardization exists in its industry and any attempt to unite with
other dissimilar industries is not desirable due to increased costs and is not necessary. Implementation
of the PP&E Accounting Proposal by electric distribution systems raises specific concerns.
First, strictly limiting the types of costs that could be capitalized as part of PP&E would ultimately result
in rate volatility and inequitably shift the burden of collection of these costs from members using the
plant asset over its useful life to members during the construction of the plant asset. Second, requiring
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component depreciation accounting instead of grouping similar assets together (group/composite
method of depreciation) in a large volume capital-intensive industry would require a great deal of time
and resources to comply with the data collection requirements. Automated plant accounting systems
would require major changes resulting in increased costs to the member-owners. Finally, requiring the
recognition of gains and losses on plant disposition and costs of removal to be reflected in the current
results of operations as incurred rather than written off over the plant’s life (as a component of the
depreciation rate) would result in increased earnings volatility and inequitably shift the burden of
collection of these costs from the members using the plant asset to members during the retirement of
the plant asset.
The above comments are concerns raised not only because of the impacts it would have on the
cooperative’s internal procedures and policies but the detrimental impact it would have on the electric
rates charged to our member-owners. Each item should be discussed with the appropriate utility entities
and a cost-benefit review carefully contemplated before moving forward with implementation of the
PP&E Accounting Proposal provisions for rural electric distribution cooperatives.
CEMC urges the AICPA AcSEC committee to consider its comments and views before making a final
recommendation, and we appreciate the opportunity presented for making such comments. If the
committee would like to discuss further, please contact me at 931-645-2481.

Sincerely,

Gary A. Bridges, CPA
Manager, Financial Services
Cumberland Electric Membership Corporation
1940 Madison Street, P.O. Box 3300
Clarksville, TN 37043-3300

November 12, 2001

Mr. Marc Simon
Technical Manager
Accounting Standards
File 4210.CC
American Institute of Certified Public Accountants
1211 Avenue of the Americas
New York, NY 10039-8775
Dear Mr. Simon:
The Williams Companies, Inc. (Williams) is pleased to submit the following comments in
regard to the Exposure Draft on “Accounting for Certain Costs and Activities Related to
Property, Plant, and Equipment.” Williams is a diversified energy company that owns
and operates both regulated and non-regulated assets. Williams incurs billions of dollars
of capital expenditures annually for the acquisition or construction of property, plant and
equipment. We appreciate AcSEC’s objective of attempting to develop a single
accounting model for property, plant, and equipment; however, we question the need for
and benefits of the proposed changes and have serious concerns as addressed below.
Issue 1: Scope - Applicability to Regulated Industries
Paragraph 8 of the proposed Statement of Position (SOP), which addresses the scope of
the proposal, indicates that these requirements would apply to all nongovernmental
entities, including regulated entities. This would create a direct conflict with the current
accounting requirements of the Federal Energy Regulatory Commission (FERC) for rateregulated entities, particularly in the areas of types of costs eligible for capitalization,
component accounting and composite depreciation. Although the application of
Statement of Financial Accounting Standard No. 71, Accounting for the Effects o f Certain
Types o f Regulation (SFAS No. 71), as it applies to accounting for property, plant and
equipment of regulated entities that meet the criteria set forth in that Statement, would
help to mitigate the financial impacts, not all regulated entities are able to apply the
provisions of SFAS No. 71. Hence, application of these proposed requirements would
result in significant inconsistencies in accounting by entities in the same industry. In
addition, the application of SFAS No. 71 will not mitigate the additional recordkeeping
that would be required under the provisions of the SOP, as discussed further below, but
would add the additional element of recording and tracking necessary regulatory assets
and liabilities. We strongly believe that regulated entities subject to the requirements of
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the FERC should be exempted from the provisions of this proposed SOP, and that current
accounting practices of those entities should be continued.
The differences between the accounting prescribed by the proposed SOP and FERC are
far reaching and include the following areas: component accounting, composite
depreciation, early project development costs, administrative overheads, costs of
removal, and accounting for the retirements of property. To require regulated entities to
follow the provisions of this proposed SOP, while the FERC requires completely
different accounting treatment, would be extraordinarily costly. An additional set of more
detailed accounting records would need to be maintained, new property accounting
systems would need to be implemented, and significant revisions to other accounting
software systems would be necessary. Costs associated with initial implementation would
be very high, and the annual cost of the property accounting function could more than
double.
Without the application of SFAS No. 71, requiring regulated entities to follow the
provisions of this proposed SOP would also result in misstated earnings due to a
continual mismatch of expenses with revenues. The FERC’s ratemaking process is
designed to identify the costs of providing services and to set rates intended to recover
those costs and earn an appropriate return on investment. Unless costs are accounted for
in the same manner as they are treated for ratemaking purposes, revenues and expenses
will not be matched. The timing of when items would be expensed under the proposed
SOP does not correspond with the timing of when revenues designed in the ratemaking
process to recover such costs are earned; therefore, creating a mismatch of revenues and
expenses.
In summary, we believe 1) the unique aspects of regulated entities have not been
considered, 2) this would represent a significant change in accounting for regulated
entities, 3) there is not a compelling need for such a change, and 4) the implementation
and ongoing costs of component accounting as proposed far exceed any potential
benefits. The generic solutions being proposed tend to oversimplify complex issues,
leading to inappropriate results. These concerns permeate many of the issues raised in
the exposure draft.
Issues 2 and 3: Project Stage Framework and the Preliminary Stage
The project stage framework of this proposal does not represent an improvement in
current practice and would introduce a new element of inconsistency to the process.
Similar expenditures incurred for the same purpose but in different stages would result in
inconsistent accounting treatment. We particularly take exception to the need for a
distinction between the preliminary stage and the preacquisition stage. It is not
appropriate to disallow capitalization of an expenditure required for the
acquisition/construction of an asset simply because some uncertainty exists at the time of
PPE comment letter.doc
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the expenditure. Certain capitalizable costs that are directly identifiable to the project
may be incurred in either the preliminary or pre-acquisition stage (e.g. cost estimation to
build a facility, design work for the facility, survey work at the site, etc.). Williams'
experience has been that virtually all of its capital projects initiated by the regulated
pipelines are completed. It makes no sense to reduce current earnings for necessary costs
incurred early in a capital project’s life when history has taught that almost all such costs
ultimately become a required part of completed assets.
Alternately, we would suggest the combination of the preliminary and preacquisition
stages and the determination of whether an expenditure qualifies for capitalization be
based on the type of expenditure made not the timing of that expenditure. Expenditures
specifically benefiting a project and required in order to acquire/construct that asset
create fixture economic benefit and should be capitalized. If an expenditure would
otherwise qualify for capitalization, it does not matter during which stage it was incurred.
This suggested alternative is consistent with an underlying concept in the AICPA’s
Statement of Position 98-5, Reporting on the Costs o f Start-Up Activities, which defines
start-up activities based on the nature of the activities not based on the time period in
which they occur.
Expensing capital project costs simply because they were incurred prior to a project
becoming probable not only misstates the financial statements for all years benefited by
the resultant capital project, it also conflicts with current FERC accounting requirements.
Issue 4: Expensing of General and Administrative Costs. Overhead Costs and Costs of
Removal
The proposed SOP states that general and administrative costs, overhead costs and costs
of removal should be charged to expense as incurred. Again, this is in conflict with
current FERC accounting requirements, which are very specific as to the types of costs
that can be properly capitalized.
The support of PP&E acquisition activities of a capital-intensive business which self
constructs most of its assets is a year-round activity. Williams’ regulated natural gas
pipelines spend hundreds of millions of dollars in expansion of its systems or
construction of new projects, and has over $11 billion of active assets. These assets are
in a continual state of upgrade or replacement to maintain safety, to protect the
environment, to improve efficiency, to expand services and to maintain reliability. This
level of activity requires a large engineering and construction staff and support staff at
levels higher than would otherwise be required. The costs of support staff and the
overhead costs of the engineering and c o n s tr u c tio n s t a f f a r e incremental costs associated
with the PP&E acquisition activities and should be capitalized as part of the cost of
acquiring the PP&E.
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Furthermore, administrative overhead buried in some third-party incremental direct costs
incurred are capitalized as part of the asset cost thereby creating an inconsistency in the
treatment of administrative overhead under this SOP as currently proposed. This
proposal penalizes those companies that perform work in-house rather than outsource it
to third parties.
In addition, the expensing of costs of removal as incurred as proposed in the SOP is
inconsistent with the provisions of recently issued SFAS No. 143, Accounting fo r Asset
Retirement Obligations. SFAS No. 143 requires that upon initial recognition of an asset
retirement obligation, the asset retirement cost must be capitalized and allocated to
expense using a systematic and rational method over its useful life (depreciation).
This proposal will also increase the administrative costs necessary to track additional
book-tax differences that it creates associated with the Internal Revenue Code § 263A
capitalization requirements.
Issue 6: Accounting for Costs During the In-Service Stage
The proposed SOP defines the in-service stage as beginning when a PP&E asset or
component is substantially complete and ready for its intended use. It also requires that
all costs related to the PP&E be expensed during the in-service stage unless the costs are
incurred for (1) the acquisition of additional components of PP&E or (2) the replacement
of existing components of PP&E. The proposed SOP is silent regarding handling of costs
incurred during the in-service stage to complete the initial construction, thus implying
that such costs should be charged to expense as incurred. Williams believes that this is
not the intended interpretation nor is it an appropriate application. The SOP should be
clarified to allow capitalization of costs incurred during the in-service stage to complete
the initial construction.
In many cases Williams newly constructed facilities are in-service or ready for their
intended use well before all construction costs have been incurred. For example,
materials or labor costs for painting, landscaping, final cleanup and restoration of rightsof-way may be incurred after the asset is in service. Such costs are not necessarily for
additional components of PP&E or for the replacement of existing components. Neither
are they for repairs and maintenance. These are simply costs to complete the PP&E asset
and should be capitalized along with all other construction costs.
Issue 8: Accounting for Planned Major Maintenance Activities
We do not concur with the elimination of the alternative accounting treatment of (a) the
accruing a liability for the estimated costs of a planned major maintenance activity prior
to their being incurred.
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Financial statements of a going concern are prepared on the assumption that the company
will continue in business. As such, a company that historically has required major
maintenance efforts on a regular, predictable schedule has a probable future sacrifice of
economic benefits. This probable future sacrifice is a result of past transactions - the
daily operation of the facility - and, therefore, should be accrued as an obligation during
that time period. Under the going concern concept, this obligation for future maintenance
should not be ignored.
This alternative accounting method eliminates the volatility of earnings that would
otherwise occur in the periods that the maintenance is performed and lessen the
likelihood that investors will be caught unaware of the impact of major maintenance
activities.
Issue 12: Component Accounting
It would be very difficult, time-consuming and costly to apply the concept of component
accounting as currently proposed for any capital-intensive company. Operations and
engineering personnel would be required to provide much more detailed information
concerning asset construction. Accounting, engineering and operations personnel would
have to spend additional time analyzing information about a project’s cost. Additional
costs will result from this increased manual intervention and from necessary revisions to
or replacement of current property accounting systems. Two sets of accounting records
would need to be maintained for rate-regulated entities because of the different
requirements of FERC and this proposed SOP. In addition, a reconciliation mechanism
to track the related regulatory assets and liabilities established pursuant to SFAS No. 71
would be required.
Paragraph 49 of the proposal states “If a component has an expected useful life that
differs from the expected useful life of the PP&E asset to which it relates, the cost should
be accounted for separately and depreciated or amortized over its separate expected
useful life.” This implies that in situations where there are many individual assets or
asset parts with identical estimated useful lives (such as railroad cross ties, electric utility
poles or sections of pipeline), those items would not be required to be accounted for
separately. However, as individual assets or parts within that group are replaced, the
replacement assets would be required under paragraph 50 to be accounted for as separate
components. This would create more and more detailed recordkeeping and specifically
identifying the individual assets in the field to their corresponding information in the
accounting records would become more and more challenging.
All assets are not discrete units as implied in the proposed SOP. For example, natural gas
pipeline companies connect sections of large diameter pipe to form transmission systems
spanning thousands of miles. For over half a century these pipeline systems have been
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partially replaced and upgraded, resulting in multiple vintages of pipe in the same
geographical area. In such cases it is not possible to determine the vintage of a particular
length of pipe that is being retired. Consequently, a book value calculation becomes
nothing other than guesswork. We believe other industries would face similar difficulties
attempting to calculate net book values (e.g. retirement of transmission lines by electric
utilities and retirement of ballast rock by railroads).
In addition, we do not believe that the cost of large acquisitions can be reasonably
assigned to individual components or that the current net book value of billions of dollars
of existing PP&E can be reasonably allocated to existing components. Allocating the
step-up in the basis of PP&E acquired in past acquisitions would be completely arbitrary
particularly for regulated entities that must maintain the historical cost records for
regulatory purposes. These amounts may never have been associated with specific asset
components and are generally being depreciated using one composite rate. Even to
identify the assets in place at the time of the acquisition(s) that generated the additional
asset basis would be difficult, time-consuming and costly. We believe the cost of
applying this proposal will far exceed any potential benefits realized.
This proposal also conflicts with current FERC accounting requirements.
Issue 13: Treatment of PP&E Removed from Service Due to Replacement
Paragraphs 38 and 51 require that the net book value of PP&E that is replaced be charged
to depreciation expense. In many cases, standard processes currently exist for handling
the net book value of PP&E retired whether for replacement, sale or abandonment.
Those amounts are being charged to expense but not necessarily distinguishing the
expense classification based on the type of retirement. This proposal would result in
increased costs with no significant corresponding benefit associated with the change in
expense classification.
This proposal also conflicts with current FERC accounting treatment.
Issue 14: Depreciation Methodology
Williams does not agree that the component accounting approach should be required to
depreciate identified components over their useful lives. Due to the differences between
industries, it is not appropriate to assume that one depreciation method would be
appropriate for all companies. In many circumstances, the use of group or composite
depreciation methods is superior to individual component accounting because of the
te n d e n c y for the individual component depreciation approach to depreciate assets over
their expected useful lives or shorter without giving consideration to those assets whose
actual lives exceed expectations. Composite depreciation accounting properly recognizes
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that some assets will be taken out of service before attaining average service life and
others will survive well past average service life. By depreciating individual assets over
their individual expected useful lives and charging to depreciation expense the net book
value of assets retired early, depreciation expense is frontloaded to the early years of the
assets’ lives without consideration of assets that “live” longer than their expected useful
lives. In a capital-intensive industry that would have a significant impact on depreciation
expense. Few, if any, assets will be retired at average service life—and yet that is the
proposed SOP’s underlying basis for component accounting.
Contrary to the underlying suggestion contained in the proposed SOP, composite
depreciation rates are not haphazardly or unscientifically determined. Utility depreciation
practitioners utilize depreciation systems (consisting of industry recognized methods,
procedures and techniques) to determine the appropriate charges of plant costs to expense
in a systematic and rational manner. Inarguably, composite depreciation involves the use
of estimates. However, the estimates inherent in composite depreciation accounting pale
in comparison with the estimates that would be required to implement and maintain
component depreciation accounting. The use of component depreciation will drill down
the service life and salvage analyses to levels at which actuarial and salvage data often do
not exist on comparable bases. Further, the service life and salvage analyses currently
being performed on major plant categories will mushroom exponentially in number with
no discernable benefit—the remaining service life and salvage ratios will remain only
estimates. Currently there is reasonable consistency among depreciable lives and salvage
ratios utilized in the utility industry, but the proposed SOP would force each utility to
develop service lives and salvage ratios for components with which they have little or no
empirical data or experience. The set of highly workable, reasonably consistent
depreciation systems currently utilized by the industry would be replaced by depreciation
system chaos. Under this proposal, the goal of consistency will not be accomplished.
While the proposed SOP does permit an entity to use different depreciation conventions
to the extent that those conventions will produce results not materially different from
those prescribed by the SOP, demonstrating this would be very costly and would require
that second set of books that we would like to avoid.
Composite depreciation is a recognized acceptable method for many companies,
including natural gas pipelines, and has been applied consistently by those companies
over the years. It should continue to be permitted.
This SOP proposal also conflicts with current FERC treatment.
Issues 16 and 17: Transition
These transition provisions are not practical. Both alternatives require that the net book
value for existing components be estimated - whether upon transition or later when the
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component is replaced. Estimating net book value for existing components is difficult,
costly and very subjective. Such estimates will not result in meaningful information.
Because of the extensive amount of work that would be necessary to implement the SOP
as currently proposed, an effective date of fiscal years beginning after June 15, 2002
would be difficult to meet. We would suggest the effective date be delayed an additional
year.
Summary
We are opposed to the issuance of the proposed SOP and believe that the significant costs
that would be incurred to implement it far exceed any potential benefits that might be
realized. We also believe that the unique characteristics of regulated and/or capitalintensive entities have not been considered.
We appreciate the opportunity to comment and would be pleased to discuss our views.
Feel free to contact me (918-573-2832), Ben Morris (918-573-2325) or Sharon Earley
(918-573-3119) with any questions you may have.
Sincerely,

Gary R. Belitz
Controller and Chief Accounting Officer
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To: agadkins@uss.com,
bdrake@kpmg.com,
cdaugherty@ dttus.com ,
james_ross@csx.com,
jbrant@ deloitte.com ,
leonard.gatti@ us.pwcglobal.com ,
lmayshak@ dttus.com,
msimon@aicpa.org,
richard.h.moseley@aexp.com,
rrendino@pgrt.com
cc: Sharon Macey/NY/AICPA@AICPA
Subject: PP&E Comment Letter #103

PP&E C om m ent Letter # 1 0 3
-----Forwarded by Marc Simon/NY/AICPA on 11/14/01 0 9 :2 4 AM
ahspepa@c-gate.net
11/12/01 0 5 :3 0 PM

To: msimon@aicpa.org
cc:
Subject: AICPA PP&E Proposal

In reference to the AlCPA's exposure draft on PP&E, my comments are:
1. The proposed rule would substantially increase the recordkeeping
burden of electric cooperatives.
2. In many cases, new systems would be necessary to handle the
administrative, organizational, and record-keeping burden.
3. Component accounting should only apply to larger, material items.
4. The change would significantly increase volatility in net margins.
5. Major accounting changes such as this should be the responsibility of
FASB, not AICPA.
Ann Hamm
Office Manager
Southern Pine EPA
PO Box 60
Taylorsville, MS 39168

Jonathan Litt

S alomonSmith Barney
A m em ber of c itig ro u p

Senior Real Estate Analyst &
Managing Director
U.S. Equity Research Division

212-816-0231
E-mail j0nath5in.litt@ssmb.com

November 12, 2001

Mr. Marc Simon
Technical Manager
File 4210.CC
AICPA
1211 Avenue of the Americas
New York, NY 10036-8775
Re: Proposed Statement of Position, Accounting for Certain Costs and Activities related
to PP&E
Dear Marc:
Please accept the attached research note we published as our comment on the proposed
accounting changes. Do not hesitate to contact us if you would like to discuss it further.

All the best,

SALOMON SMITH BARNEY INC. 388 Greenwich Street, 30th Floor, New York, NY 10013

FAX 888-310-2295

Salomon S mith Barney

Industry Note

Real Estate Investment Trusts
November 12, 2001

SUMMARY

> On June 29th, the AICPA and the FASB issued an Exposure Draft proposal to
change current accounting methods as it relates to PP&E. Comments are due
November 15th, 2001.
> We are not Certified Public Accountants. Our comments on the AICPA and
FASB proposals are based on our use of financial statements prepared by
public companies in our role as securities analysts.
> At the core of the proposals: Ordinary recurring costs will be moved from the
balance sheet to the income statement through the requirement that many costs
be expensed when incurred, or depreciated using component accounting.
> The greatest criticism of REIT reported earnings is that it overstates actual
earnings. We believe the proposals solve this challenge in a clear fashion with
little room for interpretation or abuse. If adopted, we believe it will create a
GAAP EPS measure that accurately captures the operating cash flow of REITs.

Jonathan Litt
+1-212-816-0231
jonathan.litt@ssmb.com

| SUMMARY

On June 29th’ the American Institute of Certified Public Accountants (AICPA) and the
Financial Accounting Standards Board (FASB) issued Exposure Draft proposals to change
current accounting methods. They requested that comments on the proposals be submitted by
October 15th’ 2001. However, in light of the tragic events of September 11th, they extended
the deadline to November 15th, 2001.
We are not Certified Public Accountants. Our comments on the AICPA and FASB proposals
are based on our use of financial statements prepared by public companies in our role as
securities analysts. While the Exposure Drafts cover a number of topics, the core topic is the
proposal that companies depreciate Property, Plant and Equipment (PP&E) using component
depreciation. Component depreciation addresses a shortcoming of current accounting
standards which we have also struggled to estimate for the past ten years. We have
developed crude methods to capture the true deprecation of PP&E in our supplemental
earnings measure for Real Estate Investment Trusts (REIT) which we call Adjusted Funds
From Operation (AFFO).
We have also reviewed comment letters prepared by other industry participants on the
proposals. In summary, we believe die AICPA and FASB proposals are extraordinarily well
thought out and we are in agreement with the proposals and the time frame for
implementation. We recommend no changes to the proposals as drafted. In the balance of
this report we provide the AICPA’s summary of die proposals as well as our opinion of same.
OPINION
While most financial standards are created with the best of intentions, over time, companies
discover ways to use accountings standards to their advantage. In an era when stock prices
are highly dependent on earnings growth and achieving consensus estimates, many ordinary
recurring expenses end up being capitalized thereby boosting earnings. We believe the
AICPA and FASB proposals at their core will shift these ordinary and recurring expenditures
from the balance sheet to the income statement through the requirement that they be
expensed. We view the proposals as addressing two distinct topics. The first we have
historically been less focused on while the second has been a issue of real concern.
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Two Thumbs Up for AICPA and FASB Component Accounting Proposal
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(1) Costs incurred in pursuit of acquisitions or developments. These include preliminary, and
pre-acquisition costs which should be expensed with a few exceptions. Included is the
indirect general and administrative costs, otherwise known as the acquisitions/development
deal teams and or executive management’s compensation.
Acquisition or construction stage costs with few exceptions should be capitalized and
depreciated over the useful life of the components of the PP&E.
(2) At the core of the proposal, in our opinion, is Component Accounting. Component
Accounting requires that PP&E be depreciated over the useful life of each component as
opposed to the current, and somewhat arbitrary 40 year depreciation schedule. The great
shortcoming of using EPS for REITs is that the depreciation schedule overstates the real
depreciation. Component depreciation will identify each component of a building and
depreciate it over its useful life.
A common concern we hear from interested parties is that the systems necessary to
undertake component accounting will add a substantial additional expense and therefore not
be cost beneficial. However, as we read the proposals and associated examples it is clear to
us that the proposals attempt to encourage companies to expense many items which are
currently capitalized. In the AICPA’s example, they illustrate the treatment of a $20,000
elevator motor and how it should be capitalized and depreciated and how any remaining
depreciation on the old motor should be charged to depreciation expense.
A number of industry participants have suggested that keeping track of such small items, as
an elevator motor, will be an accounting nightmare. Our view, and it appears the direction
the proposals are going, is that if these items are so small they should be expensed when
incurred and not capitalized and depreciated. If there are eight elevator banks and each
motors useful life is 15 years, then a motor will likely be replaced every two years. Charging
this cost to expense as opposed to capitalizing while somewhat overstating the costs, will
roughly equal what actual expenses will be over time.
Furthermore, we do not believe the costs associated with record keeping for component
depreciation are material. A number of companies we have spoken with suggested that there
will be little to no incremental cost of such record keeping.
To date, REITs have not been terribly focused on EPS and their depreciation schedules.
Undoubtedly, if and when this proposal is implemented, management’s focus on their
depreciation schedules will increase. We are mildly concerned that since the land component
of PP&E is not depreciated, the portion of the acquisition allocated to land will increase.
Generally land accounts for between 20-40% of a properties acquisition costs. As companies
focus on depreciation schedules, we suspect there will be pressure to increase the land value
estimate when a property is acquired which would reduce the portion of the purchase price
associated with PP&E and thus reduce the depreciation. This is not a concern for
development as each of these costs are clearly identifiable.
COMMENTS

Comments on the proposal should be sent to:
Mr. Marc Simon
Technical Manager, Accounting Standards
File4210.CC
AICPA

1211 Avenue of the Americas
New York, NY 10036-8775
msimon@aicpa.org
or
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Mr. Timothy S. Lucas
Director of Research and Technical Activities
Financial Accounting Standards Board
File Reference 1063-001
401 Merritt 7
P O. Box 5116
Norwalk, CT 06856-5116
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| SUMMARY(REPRINTEDFROMTHEAICPAEXPOSUREDRAFT)
“This Statement of Position (SOP) provides guidance on accounting for certain costs and
activities relating to property, plant, and equipment (PP&E). For purposes of this SOP, a
project stage or timeline framework is used and PP&E assets are accounted for at a
component level. Costs incurred for PP&E are classified into four stages: preliminary, pre
acquisition, acquisition-or-construction, and in-service. The SOP requires, among other
things, the following:
Preliminary stage costs, except for payments to obtain an option to acquire PP&E, should be
charged to expense as incurred.
Pre-acquisition and acquisition-or-construction stage costs should be charged to expense as
incurred unless the costs are directly identifiable with the specific PP&E.
Directly identifiable costs include only:
1. Incremental direct costs of activities incurred in transactions with independent third
parties for the specific PP&E.
2. Certain costs directly related to specified activities performed by the entity for the specific
PP&E.
3. Payments to obtain an option to acquire PP&E.
Costs related to PP&E that are incurred during the in-service stage, including costs of
normal, recurring, or periodic repairs and maintenance activities, should be charged to
expense as incurred unless the costs are incurred for (1) the acquisition of additional PP&E
or components of PP&E or (2) the replacement of existing PP&E or components of PP&E.
Removal costs incurred during replacement of PP&E, except for certain demolition costs,
should be charged to expense as incurred.
During all stages, general and administrative costs and overhead costs, including costs of
support functions, should be charged to expense as incurred.
Costs of planned major maintenance activities are not a separate PP&E asset or component.
Those costs should be charged to expense, except for acquisitions or replacements of
components that are capitalizable under the in-service stage guidance of this SOP.
A component is a tangible part or portion of PP&E that (1) can be separately identified as an
asset and depreciated or amortized over its own expected useful life and (2) is expected to
provide economic benefit for more than one year. If a component has an expected useful life
that differs from the expected useful life of the PP&E asset to which it relates, the cost
should be accounted for separately and depreciated or amortized over its expected useful
life. Component accounting should begin at the time of acquisition or construction.
Component accounting for a replacement should begin at the time of replacement. If an
entity replaces a part or portion of a PP&E asset that has not been previously accounted for
as a separate component, and the replacement meets the definition of a component, then the
entity should capitalize the replacement, account for it as a separate component going
forward, estimate the net book value of the replaced item, and charge that net book value to
depreciation expense in the period of replacement.
This SOP is effective for financial statements for fiscal years beginning after June 15,2002,
with earlier application encouraged.”
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ThyssenKrupp AG • P.O. Box 10 10 10 • 40001 Dusseldorf, Germany

Mr. Marc Simon
Technical Manager
Accounting Standards, File 4210.CC
American Institute of Certified Public Accountants
1211 Avenue of the Americas
New York, NY 10036-8775
USA

Dusseldorf, November 13, 2001
Original copy of comment letter pursuant to e-mail sent on November 13, 2001 regarding
“Accounting for Certain Costs and Activities Related to Property, Plant, and Equipment”
Dear Mr. Simon,
The Company
ThyssenKrupp is a multi-billion dollar corporation with worldwide operations in numerous different
industries and has been applying US GAAP in addition to local accounting standards for approxi
mately three years. The Corporation is comprised of seven segments, the largest of which is Steel.
ThyssenKrupp Steel is the world’s largest flat stainless steel producer and among the largest flat
carbon steel producers. Two other large segments, Automotive and Elevator, have significant op
erations throughout the United States and Europe. Automotive produces automobile body, chassis,
and powertrain components. Elevator is the largest supplier of elevators and elevator equipment in
the United States and is the third largest in the world market. The remaining segments consist of
Technologies, Materials, Serv and Real Estate.
A significant portion of ThyssenKrupp’s business is manufacturing operations. With property, plant
and equipment of approximately €12.7 billion, which constitutes approximately 35% of total assets
for consolidated ThyssenKrupp, the proposed accounting change would have a significant impact on
the corporation. The problem really lies in the complexity of the fixed assets used in manufacturing
operations of the Steel segment. This segm ent’s PP&E comprises 43% of total assets with the PP&E
of the largest two companies within the Steel segment comprising of approximately 50% and 33% of
their respective total assets. For this segment, and particularly the two above referenced companies,
the determination of what is or is not a component would be extremely difficult and cost detrimental
to the corporation.
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Summary
We understand that the diversity in practice concerning the recording of costs for improvements,
replacements, betterments, additions, and repairs and maintenance is one of the most prevalent
problems in the real estate industry. We also understand the purpose for requiring fixed assets to be
componentized, in fact, a significant portion of our assets are capitalized in this manner. However,
we believe that the decision to expand this project to provide guidance for all industries and all fixed
asset types is not practical and in some cases not feasible.
For many of the ThyssenKrupp com panies it is possible to identify the material components of a
given fixed asset, but under certain circumstances and in certain industries (such as the steel pro
duction industry) the components of a recognized fixed asset are not easily distinguishable. For in
stance, it is quite simple to identify the roof of a house, the elevator of a building or a specific ma
chine on an assem bly line, but it is extremely difficult and impractical to identify and account for
separately, the numerous components of a cold rolling mill or rail and cable networks used in the
steel production business. Rather than separately capitalizing and depreciating each component of
these assets we have utilized a “technical units" approach of capitalization, which is similar to the
component approach but also utilizes an aggregate approach sim ilar to, but more specific than, the
composite approach described in paragraphs A44 through A49 of Appendix A of the exposure draft.
Under the “technical units” approach individual asset components may be aggregated into “techni
cal units" provided that the individual components are related to the same use and function context,
and they are interlinked so closely technically and organizationally that isolated use of one part is
practically ruled out. This technical unit is capitalized as one asset and depreciated over its esti
mated useful life. Replacement of an individual component within this asset is treated as a repair or
maintenance expense as incurred unless the new component is material to the asset and prolongs
the asset’s useful life, increases the number of units produced, improves the quality of the units
produced or changes the function of the asset. This approach is similar to the capitalization of an
automobile engine. It is quite simple to capitalize and depreciate the engine as a whole, but requiring
that all components of the engine (e.g. piston, crank shaft, cam shaft, etc.) be separately accounted
for is not practical and offers no benefit. Each of those components are related to the same use and
function and are so closely interlinked that it does not make sense to break them out from the un
derlying asset. To break out each component in this case would exponentially increase the number
of assets to be separately tracked and accounted for, which would be administratively disruptive and
we believe that it would have no significant improvement on asset determination.
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As explained in paragraph A44 of Appendix A, the AcSEC considered the composite approach as an
alternative to the component approach, but decided against it for several reasons. The “technical
units” approach that we are suggesting is a hybrid between the two methods and offers a reason
able alternative to strictly component accounting.
First of all, the composite approach is a more general approach that does not take into account the
relationship of the components within a fixed asset. The “technical units” approach not only takes
into account the relationship of the components but also the type of fixed assets when determining
the proper accounting treatment. We agree with paragraph A44, item a., that component accounting
more precisely allocates the cost of PP&E to the periods benefited by that PP&E, and would like to
point out that under the “technical units” approach the components are so closely interlinked and
machine specific that the costs of the PP&E and the periods benefited by the PP&E are indistin
guishable. We also agree with the next point (par. A44, item b.) that a composite life may not be
determined with a high degree of precision and may not reflect the weighted average useful lives of
the PP&E asset’s principal components, however we feel this is too general of a statement. It is un
derstood that for fixed assets with components not closely linked with each other or dependant on
each other the determination of separate useful lives is rather straight forward. However, when the
components are dependent on each other and interrelated, the life of the underlying asset is more
easily and precisely determined than that of the numerous components. Referring to the automobile
engine example, the entire engine has a useful life of a number of years and even though there are
many repairs and replacements to the components of that engine it does not necessarily extend the
useful life of the engine, unless a major overhaul is performed. The “technical units” approach ad
dresses this situation because it would treat the entire engine as one asset and expense any repairs
or replacements as incurred unless the cost of the replacement exceeds a specified percentage of
the original cost of the asset. In such a case the replacement component would be capitalized as
part of the existing asset and the useful life of the asset will be adjusted accordingly because it is
believed to provide material future economic benefit to the asset (this treatment also addresses the
point made in item d., which states that actual useful lives may not be corrected under a composite
approach).
The next argument in paragraph A44 is that the composite approach may conceal inaccurate esti
mates of expected useful life for long periods. Although this may be true, we believe that the com
ponent approach is more detrimental because not only does it allow for inaccurate estimates of val-
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ues and useful lives of components but also adds another element of uncertainty like the determina
tion and classification of a true component, which is later explained in more detail. The last two
items in paragraph A44 address concerns that first, the control over PP&E may be reduced under
the composite approach because detailed records may not be used and second, if individual prop
erty units become idle, depreciation on those idle units may not be determined with the same preci
sion as if those units were depreciated individually. Our argument to the control issue is that the
component approach is completely at the other end of the spectrum from composite accounting
because it causes companies to micro-manage and forces more control than necessary. The “tech
nical units” approach falls in the middle of the composite and component methods because it is still
necessary to track the larger components of fixed assets, but not necessarily in a ledger system,
which reduces the redundant and frustrating administrative work. Regarding the depreciation on idle
units, under the “technical units” approach a property unit (i.e. component) could not become idle
because it is an integral part of the operations of the underlying asset (i.e. the asset could not func
tion without it).
Furthermore, the AcSEC indicates in paragraph A45 that if the expected useful life of a portion of a
PP&E asset is similar to the remaining PP&E asset it is only encouraged, but not required, to account
for them separately. The AcSEC goes on to state that if a company develops an alternative account
ing convention that can be used to produce results that are not materially different from those ob
tained under the proposed component accounting, such practices are allowed. These statements
lead us to believe that the AcSEC feels that a strict component approach may not be the best solu
tion and certain alternatives may be necessary. We believe that the “technical units” approach is a
more realistic and practical method of accounting (in certain circumstances) without resulting in any
material differences from component accounting, which is why we believe that this should be an
alternative.
Finally, the determination of what is considered a component will vary widely from company to com
pany and industry to industry, therefore a more concise definition of a component is necessary
along with specific examples covering a variety of industries. The examples illustrated in the pro
posed exposure draft are quite simple and do not provide a sound basis for more complex industries
to refer upon. If the definition remains as stated in the proposal it will allow for companies to deter
mine a component breakdown that would allow for management and manipulation of repairs and
maintenance expense. We feel that repairs, maintenance or replacement parts should be expensed
as incurred and only capitalized if it provides a future benefit rather than sim ply to maintain a given
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level of service potential of the asset. If a company elects to break an asset down into very small
components the repairs and maintenance expense would decrease significantly with a correspond
ing increase to depreciation expense, resulting in a larger EBITDA.
Therefore, we believe that either the component approach should not be required, or alternatives
such as the “technical units” approach should be provided for more complex assets. This “technical
units” approach is better illustrated in the following example.
Example
A subsidiary of ThyssenKrupp produces large amounts of carbon flat steel products. Such products
are produced through several technical process steps beginning in hot rolling mills and depending
on customer specifications may require additional processes in cold rolling mills. Each cold rolling
mill contains numerous machines for processes such as pickling (i.e. surface cleaning/preparation),
rolling, cutting or splitting, galvanizing, electrolytical strip coating and coiling. The machines utilized
in each of these technical processes require the coordinated use of numerous components such as
motors, pumps, rollers, presses or scanners. One technical process, in itself, could have hundreds
or thousands of these components working together to make the process complete. The “technical
units” approach, therefore, accounts for all the components of a technical process as one fixed as
set rather than thousands of individual assets, as the component approach would require. Repairs
or replacement of components is expensed as incurred. If it is determined that the replacement of
any components significantly increases the future benefit of an asset it would be capitalized and the
useful life of the asset would be adjusted accordingly.
Based on the aforementioned, we believe that if it is decided to move forward with this SOP the fol
lowing items should be considered:
•
•
•

Provide alternative methods to account for fixed assets when the determination of, and ac
counting for, components is not practical.
The definition of a component should be more concise and further explained through exam
ples, keeping in mind all industries and levels of materiality.
The SOP should address specific industries and how the definitions and accounting should
be applied for those industries.

Our responses to the specific issues asked of the respondents are addressed below:
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Issue 6: Paragraph 37 of the proposed SOP states that the costs of normal, recurring, or peri
odic repairs and maintenance activities should be charged to expense as incurred. It also
states that all other costs related to PP&E that are incurred during the in-service stage should
be charged to expense as incurred unless the costs are incurred for (a) the acquisition of ad
ditional PP&E or components or (b) the replacement of existing PP&E or components of PP&E.
Do you agree with those conclusions? If not, what alternatives would you propose and why?
We agree with the concept that the costs of normal, recurring, or periodic repairs and maintenance
activities should be charged to expense as incurred. However, as stated above, we also believe that,
given the current definition of a component, a company may be able to manipulate the costs
charged to repairs and maintenance expense by classifying components at a very low level. We pro
pose that additional or replacement components should only be capitalized if they provide future
benefit such as prolonging the asset’s useful life, increasing the number of units produced, improv
ing the quality of the units produced, or changing the function of the asset. Therefore, sim ply re
placing a faulty component of a technical unit with a new one would not be capitalized because the
component would not provide any additional future benefit to the underlying asset.
We understand that if component accounting is applied this method would be necessary. If each
component is separately accounted for and has it’s own net book value and useful life then the re
placement of that component must be treated as an addition and disposal. However, we are op
posed to the component approach as it stands, therefore we also disagree with the necessity to
capitalize replacement components if they provide no future benefit to the underlying asset.
Issue 12: Paragraphs 49 through 56 of the proposed SOP discuss component accounting and
state that if a component has an expected useful life that differs from the expected useful life
of the PP&E asset to which it relates, the component should be accounted for separately and
depreciated or amortized over its separate expected useful life. Do you agree with this ap
proach to accounting for PP&E? If not, what alternative would you propose and why?
Although we understand the arguments for requiring a component approach of accounting for fixed
assets, we do not agree that such a requirement is appropriate for all industries and all circum
stances. The ambiguity of assigning useful lives is part of the problem of fixed asset accounting and
requiring that each separate component be assigned a separate useful life may add to the problem
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rather than providing a solution. Therefore, we believe that an alternative method should be offered
if this SO P is finalized. Before proposing an alternative method, we will explain why we feel that this
requirement is too general and open to misinterpretation. The definition of a component states that
a component can be separately identified as an asset and depreciated or amortized over its own
separate expected useful life and is expected to provide economic benefit for more than one year. In
essence, every tangible item can be separately identified and assigned an expected useful life, so at
what level is an item considered a component? Materiality could be used as a determining factor of
whether it is considered a component or not, but unfortunately materiality in itself is vague and sub
ject to interpretation. The essentiality of the item to the operation of the asset could also be used to
help define a component, but most items are essential for the operation of an asset regardless of its
size or cost (e.g. spark plug of an engine, monitor of a computer, handset of a telephone, etc.). We
feel that there is no distinct or standard way for companies to determine what is considered a com
ponent. For instance, one company may treat the software of a computer system as a component,
another company may treat the computer system of a control panel as a component, another com
pany may treat the control panel of a steel press as a component, and yet another company may
treat the steel press of a machine as a component. All items meet the definition of a component as it
stands, and all items could be material, so which is correct? We feel that there is no clear answer to
this question, which is why we believe that the “technical units” approach is a good alternative, be
cause it requires the company to assess the entire process that the asset is involved in rather than
solely looking at the parts.
Another complexity of the component approach arises when a company enters into a lease agree
ment. In order to determine whether it is an operating or capital lease a number of tests must be
performed. The two tests that are directly affected by this proposed SOP are the useful life test (the
length of the lease term compared to the economic useful life of the leased asset) and the present
value test (the present value of the minimum lease payments at the beginning of the lease term
compared to the fair value of the leased property). It is our understanding that under the proposed
SOP all components of the leased asset would be subject to these tests. For instance rather than
performing tests on the building as a whole, the roof, elevator system, security system and building
shell must be analyzed separately. This leads us to believe that it may be necessary to enter into
separate lease contracts for each component, which is highly unrealistic. Moreover, to perform these
tests for each component of a highly technical machine is not practical by any means. It could result
in certain components being capitalized when the lease on the underlying asset is clearly operating.
Furthermore, the determination of a component of a leased asset is much more difficult because the
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company may not have a strong understanding of the composition of such assets, especially for
highly technical assets. This will undoubtedly lead to inaccurate estimates and inconsistent ac
counting along with an increased administrative burden. Therefore, we propose that the component
accounting approach for leased assets be reconsidered.
Additionally, the trend toward contracting and subcontracting adds to the complexity of this pro
posal. To what extent must a company go to track the costs of a given asset in order to determine
whether the components need to be accounted for separately? Suppose a company contracts a
third-party to build m achines for it, and the third-party subcontracts certain portions of the machines
to other companies. The subcontractors build the components of these machines and the contractor
assem bles them and adds certain additional features. The company has very little interaction with
the mechanics of these machines because there is a servicing contract with the contractor to per
form all repairs and maintenance. Therefore, under the component approach, in order to determine
what the components of the machines are and to make a reasonable estimate of the fair value of
each component, the com pany would have to consult with either the contractor, subcontractor, or
both. The determination of what constitutes a component is further complicated by the fact that the
company has a limited knowledge of all of the components or subcomponents that comprise each
machine. Therefore, it would have to rely on the contractor and subcontractor to identify the com po
nents, and their understanding of what makes up a component may differ from that of the company
or other contractors that the company uses. In this case the fair value and estimated useful life of
the entire machine can be estimated more accurately than the components.
A s stated previously, ThyssenKrupp uses a “technical units" approach to account for material asset
groups in which the individual components are related to the same use and function and are inter
linked so closely technically and organizationally that isolated use of one part is practically ruled out.
Therefore, we propose that a similar alternative be available for assets that have so many intercon
nected components where accounting for each component separately is not practical. The roof or
elevator system of a building, or engine of an airplane, can be easily identified and are not neces
sarily considered technically connected. For these types of assets the components approach is more
concise and understandable, but for technically sophisticated machinery and equipment the ap
proach becomes more complicated. Referring to the example above, the “technical unit" approach
would consider components of an entire technical process (e.g. pickling, rolling or splitting, cutting,
etc.) as one asset. Each component is an integral part of the process but is useless by itself. If a
component must be replaced an assessm ent must be made to determine if it should be capitalized
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separately because it provides future benefit to the underlying asset, or expensed because it only
maintains a given level of service.
Issue 14: The proposed SOP requires the use of component accounting to depreciate identi
fied components over their respective expected useful lives. As noted in paragraph A48 of the
proposed SOP, entities have developed and utilized various conventions to depreciate assets,
including group depreciation or use of composite lives. Those conventions are acceptable
only if they result in approximately the same gross PP&E, depreciation expense, accumulated
depreciation, and gains or losses on disposals of PP&E as the component accounting method
required by this proposed SOP. Do you agree with this approach? If not, what alternative
would you propose and why?
Once again we feel that the relatively open definition of a component allows companies to easily
manipulate the annual depreciation expense depending on the composition of the components.
When considering certain high tech assets, such as automobile and airplane engines or assem bly
line machines, the useful life of the entire asset has a more defined useful life than the individual
components. Each component, by itself, could have a substantially longer useful life than the asset it
is a part of, but when working together with the other components of the asset the useful life of that
component does not realistically exceed that of the entire asset. On the other hand it is also possible
that each component, by itself, has a significantly shorter useful life than the asset it is a part of,
thus the need for replacement parts. When this is the case we must refer back to our previous ar
gument that the determination of a component will differ greatly between companies, resulting in a
wide range of practice between otherwise comparable companies. For example, prior to the compo
nent approach of accounting for fixed assets most companies with similar assets in similar indus
tries accounted for fixed assets in generally the sam e way. Therefore it was possible to compare the
companies fixed asset balances and related depreciation and repairs and maintenance expense.
However, after implementing the component approach the previously comparable companies could
interpret the requirements differently, leading to significant differences in the capitalization of com
ponents and the breakdown of costs charged to depreciation expense and repairs and maintenance
expense. This is another reason why we believe that the “technical units” approach would be more
appropriate.
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Recommendations
As stated at the outset, we believe that the proposed SOP on accounting for certain costs and activi
ties related to property, plant and equipment should be revised because it is susceptible to a wide
range of interpretation and will not be applied consistently in practice. We feel that the proposal
delves too much into the mechanics of micro-accounting and loses the big picture of presenting op
erations of a company in a fair and true manner. Requirements so open to interpretation and ma
nipulation encourage com panies to micro-manage their accounting procedures to the point where
the financial statements may no longer be fairly presented. Moreover, given to the complexity of
certain industries and the openness of the proposed definitions, we believe that the burden placed
upon companies of identifying, valuing, accounting and tracking components of fixed assets far
outweighs the benefits that may be received through component accounting.
We believe that if the SOP is issued it should present a more specific definition of a component, pro
vide more sophisticated and industry specific examples, and provide alternatives to the component
accounting approach similar to the proposed alternative explained above.
We appreciate the opportunity to comment on this proposal and we hope that the AcSEC will con
sider our views before moving ahead with the SOP. We would be glad to discuss any of our com
ments with you in more detail.
Sincerely,
ThyssenKrupp AG

- Hense-
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Thecommentswerecompiledby BruceW
below:

Executive Director
GradyR.HazeLCPA

Issue3 :Onememberdisagreedwiththeconclusionin^22thatallcosts
incurredduringthepreliminarystage(withtheexceptionofthecostsof
optionstopurchasePP&E)shouldbeexpensedasincurred. Appendix
A
indicatesthatoptionstopurchasePP&Eweredistinguishedffomothercosts
becausetheycanbeidentifiedwithaspecificitemandtheymeetthedefini
tionofanasset.Thecostslikelytobeincurredinthepreliminarystage,as
includedin^ 17,havesimilarcharacteristicsasthecostsofoptions. Using
thatlogic,itwouldthenmakesensethatanycoststhatcouldbeassociated
withaspecificpropertythatmeetthedefinitionofanassetwouldbecapital
izedinthesamemannerastheoptioncosts.Thosecoststhatcouldnotbe

@A)
TheCPA.
NeverUnderestimate TheValue.

ampler, andaresummarized

Comments:
Issuel :Nocommitteemember notedany significantpracticeissuesorcon
cernsrelatedto contractuallyrecoverableexpendituresthatshouldbe
addressedbytheSOP.Noconflictswithexistingleaseaccountingstandards
werenoted.
Issue2 :Onecommitteemembersuggestedreducingtheprojectstage
frameworktothree stages(excludingthepreliminary stage), asdiscussedin
theresponsetolssue3,below .

specificallyidentifiedwithaparticularitemofPP&Ewouldbeexpensedasincurred.Thispro
posedtreatmentisconsistentwiththeaccountingforcostsincurredinthepreacquisitionstage
asdefmedintheexposuredraft. Accordingly,thedeletionofthepreliminarystageconceptis
recommended.
Issue4 :Onememberagreedwiththeconclusionsaboutthenatureofthecoststhatshouldbe
capitalizedandthosethatshouldbeexpensed.However,anothermemberquestionedtheincon
sistenttreatmentthatwouldresultincostinginventoryandPP&E(particularlyself-constructed
PP&E).Thismemberbelievedthattheitemsincludedinthecostofanassetshouldbeftmda
mentallythesameregardlessoftheintendeduseoftheasset(i.e.,forsaleorforintemaluse).
Currentpracticerequiresthatindirectmanufacturingoverheadbeallocatedtospecificitemsof
inventory, eventhoughthesecostscannotbedirectlytracedtospecificitems.
YettheED
requiresthatsimilarcostsrelatedtotheacquisitionormanufactureofPP&Ebeexpensed.
Accountingforindirectcostsshouldbetreatedinaconsistentmannerforallassets;however
sincethisEDaddressesonlyPP&E,perhapsitistheaccountingforinventorythatshouldbe
changed.
Issue5 : Thecommitteemembersagreedwiththeconclusionsregardingthecapitalizationof
propertytaxes,insurance,andgroundrentals.
Issue6 : Thecommitteemembersgenerallyagreedwiththeconclusionsreachedonthisissuebutseerelatedcommentforlssue 8.
Issue7 : Thecommitteemembersagreedthatremovalcostsshouldbeexpensedimmediately
However, onememberrequestedclarificationastohowthisexpenseshouldbeclassified-isit
depreciationexpense?
Issue8: AlthoughonememberagreedwiththeSOP’sproposedtreatmentforcostsincurredfor
plannedmajormaintenanceactivities,anotherdisagreed,forthereasonsnotedbelow
Ifsignificantrepairandmaintenancecostsareincurredinffequently(e.g.,onceeveryfive
years),theSOP’sapproachdoesapoorjobofmatchingexpensesagainstrelatedrevenues.
AlthoughtheSOP takesapracticalapproach,itisconceptuallypreferabletocapitalizethecost
andamortizeitovertheperioduntilthenextplannedmajormaintenanceactivity(asdiscussed
in^A35(c)).Onecouldalsoarguethatthesecostsrepresentanassettothefirm-forexample,
anassetsoldshortlyafterhavingmajormaintenanceperformedshouldcommandahigherprice
thanifthemaintenancehadnotbeenperformed.
Issue9 : Thecommitteewassplitonthisissue.Onememberagreedthatthecostsofrestoring
PP&E’sservicepotentialthatarenoteligibleforcapitalizationunderthecomponentaccounting
principleoftheSOP shouldnotbecapitalized. Therefore,thebuilt-inoverhaulmethodshould
beprohibited.
However,anothermemberthoughtthatthebuilt-inoverhaulmethodshouldbeallowedasan
altemativemethod,particularlyforentitiesowningoilrefineriesandsimilarproductionfacili
ties.Suchentitiesincursubstantialcostsfor“tumarounds”,thebenefitsofwhichusuallyspan
multipleyears.Failuretoallowsuchentitiestoallocatethesecostsovermultipleperiods
wouldprovideincentiveforsomeoftheentitiestopostponeorcancelneededmajormaintenanceactivitiesasameanstomanageeamings.

Furthermore,allocationofcostsassociatedwithplannedmajormaintenanceactivitiesovermultipleperiodsachievesahigherdegreeofmatchingbetweenthesecostsandtheassociatedrev
enuesgeneratedfromtheassetinquestion.Inthecaseofanoilrefinery,eachbarrelofoil
processedbringstherefineryastepclosertothenextneededtumaroundanditisappropriate
thataportionofthecostsofsuchatumaroundbeallocatedtoallperiodsinwhichrelatedrev
enuesaregenerated.
Issue 10 :Onememberagreedwiththe guidanceprovided,anddoesnotbelievethatfurther
guidanceonwhatconstitutesapattemofchangingtiieintendeduseofassetsfrominventoryto
PP&Eisnecessary .
However,anothermemberfeltthatallassetsshouldbecostedinthesamemanner,whetherthe
assetsareinventoryorPP&E(seecommentsonIssue4).Ifthisapproachweretaken,mostof
theguidancein^47 and^48 wouldbeunnecessary
Issuel l:In^A43,AcSECacknowledgesthatanentitymaynotknow,atthetimeanassetis
constructed, theexactmannerinwhichtheassetwillbedisposedof(orifitmaybeusedinter
nally). Yet, inthe sameparagraph, Ac SEC suggeststhatcOstsbeaccumulateddifferentlyfor
assetsdependingonthemannerofdisposal.
Wedisagreewiththeconclusionthatthereshouh
bedifferingcostaccumulationmodelsdependingonhowthoseproductsareacquiredbythe
purchaser-itisunreasonabletoexpectentitiestobeabletopredictthemethodofassetdispo
sition.OnememberfeelsthattheseassetsshouldbetreatedasinventoryasdefinedinARB43
andcostsaccumulatedaccordingly. Anothermemberwaslessspecific,butbelievesthis
requirementisunnecessarysinceassetcostsshouldbedefinedwithoutregardtotheintended
useoftheasset.
Issuel2 : ThecommitteemembersagreeinprinciplewithcomponentaccountingforPP&Eas
describedintheSOP. However, webelievethatentities(particularlysmallerfirms)mayhave
difficultyidentifyingthespecificcomponentsofanasset.Theguidancein^52isuseful,but
perhapsAcSECcouldoffermorespecificguidance.Forexample,separateaccountingfora
specificcomponentmightbediscouragedifthecomponentrepresentslessthanacertamper
centage(say, 10%)ofthetotalcostoftherelatedasset.
Issuel3 : ThecommitteeagreedthatthenetbookvalueofPP&Ethatisreplacedshouldbe
chargedtoexpenseintheperiodofreplacement;however,therewasdisagreementastothe
natureoftheexpense.Onememberagreedwiththe SOP ’spositionthatthecharge shouldbeto
depreciationexpense.Anothermemberfeltthatthenetbookvalueshouldbeshownasaloss
ondisposal(notdepreciationexpense)inamannerconsistentwiththetreatmentofgainsand
lossesonotherdispositionsoffixedassets. Alternatively,thismemberwouldnotobjectto
showingthislossasdepreciationexpense,iflosses(gains)onotherfixedassetdispositions
werealsocharged(credited)todepreciationexpense.
Issuel4 :Nomembersobjectedtotheuseofotherdepreciationconventionsiftheresultsare
notmateriallydifferentfromthoseobtainedundercomponentaccounting.However,onememberbelievesthatanyassessmentofmaterialitywillrequireentitiestocalculatedepreciation
underthecomponentaccountingapproach.Ifthesecomputationsarenecessary anyway,this
membersuggeststhatthecomponentapproachberequired,withnoacceptablealtematives.
Issuel6:OnememberfeltthattheSOP
shouldnotaddressaccountingforassetsthatwere
recordedpriortoadoptiondate,andthatthetwooptionsprovidedin*[f71wouldresultingreat
diversity inpractice.Itislikelythattheretroactiveapplicationofcomponentaccountingdis-

cussedin^71(a)wouldhaveasignificanteffectontheincomestatementintheperiodsafter
adoptionasentitieswouldreevaluatetheusefullivesoftheassetsandwouldreflectthese
changesmestimatesintheyearssubsequenttoadoption. Theapproachin^71(b),asillustrated
in^A54andExample2ofAppendixC,wouldbelesslikelytohaveanincomestatementeffect
in subsequentyearsas individualswouldbe lesslikelyto reevaluatethelifeofthe assetasthe
SOP seemsto indicatethattheoriginalcompositelifeshouldbeused.Thismemberbelieves
thattheSOP shouldonlyaddressthe accountingforassetsacquiredsubsequentto adoption.
Issuel7 : Thecommitteeagreedwiththeorderingofallocationmethodsaslistedin^71(a),
assumingthe SOP willapplytoexistingPP&E.
IssuelS : Thecommitteeagreedthatthe SOP shouldapplyprospectivelyto costsincurredafter
theadoptiondateandthatamountspreviouslyrecordedshouldnotbe re-characterized.
Issuel9 : Asnoted intheresponsetolssue 16,onememberdoesnotbelievethatthe SOP
shouldaddressaccountingforexistingPP&E. However, ifitisdeterminedthatthe SOP
will
includesuchguidance,thismemberagreedwiththeapproachdiscussedin^71(a)andExample
3ofAppendixC.
However,anothermemberdisagreedstronglywiththeapproachin^71(a)asillustratedby
Example 3inAppendixC.HiscommentsareframedinthecontextofExample 3,asfollows:
Ifthefirminthisexamplehadbeenusingcomponentaccountingsincethedateofacquisition,
thenaccumulateddepreciationisunderstatedby $122,200atthedateofadoption. Ifthis is
treatedasachangeinaccountingprinciple,thenthisamountmustbechargedeithertoretained
eamings(retroactive-typeadjustment)ortocurrent-yearincome(asacumulative-effect-type
change).Ineithercase,accumulateddepreciationshouldbecreditedfor$122,200.
Ifthechangeistreatedasachangeinestimate,thenthereisnoneedtomakeanyretroactivetypecalculations.Instead,theremainingbookvalueshouldbedepreciatedovertherevised
usefullifeofeachcomponent.

ItappearsthatAcSECistryingtocreateanewcategoryofaccountingchangethatisacombi
nationofachangeinprincipleandachangeinestimate;aretroactivecalculationismade,but
theeffectofthechangeisaccountedforprospectively.Rememberthatthisfirmhastaken
little depreciation-buttheexampleresultsinallocatingtheproformadifferencemorelieavily
tothoseassetswiththelongestremainingusefullife,therebyfurtherdelayingtherecognitionof
thedepreciationexpense.Whatisthejustificationforthistreatment?

too

AcSECshoulddecideifachangetoacomponentaccountingapproachisachangeinprinciple
orachangeinestimate,andthenapplyestablishedrulestoaccountforthechange.Sincefirms
willlikelybeofferedtheoptiontoapplycomponentaccountingonlytonewpropertyacquisitions(^71(b)),itmaybebesttohandlethischangeasachangeinestimateforthosefirmswho
dodecidetoapplycomponentaccountingtoexistingassets.
A changeinestimateisappropri ateunderthepremisethatthecomponentswerealwaysthere,butthatthefirmisrevisingits
originalestimateoftheusefullifeofeachcomponent.
Ifthischangeistreatedasachangeinestimate,noproformacalculationsarenecessary

Simplycalculate actual accumulateddepreciationforeachcomponent,thenexpensethe
remainingbookvalue(adjustedforanysalvage)overtheremainingusefullifeofthecompo
nent(orexpenseimmediatelyifthereisnoremainingusefullife).Thecalculationsfor
Example3 wouldbeasfollows:

Component
GrossBV
A/D(21/40)
NetBV Remaining
Life2002
Expense Roof$200,000$105,000$95,0009$10,556Elevatorsysteml00,00052,50047,500
411,875 Security system20,00010,5009,50009,500Buildingshell400,000210,000
190,000296,552Allother 280.000147.000133.000 4 33.250 $l,000,000$525,000
$475,000$71,733
Insummary,entitiesshouldbeallowedtoeitlier(l)applycomponentaccountingtoexisting
assetsasachangeinestimate(asdiscussedabove),or(2)applycomponentaccountingonlyto
newassets,asdiscussedin^71(b).
Other:Onememberalsocommentedon^22,whichstatesthat,subsequenttoinitialrecogni
tion,anoptiontoacquirePP&Eshouldbecarriedatlowerofcostorfairvaluelesscosttosell.
Thisrequirementcouldcauseconfusionsubsequenttothepreliminarystage;itisunclear
whetheritis AcSEC ’sintentionthat,duringthein-servicestage,anexercisedoptionbeinclud
edasacomponentandthendepreciatedoveritsestimatedusefullife.Ifitisnottheintention
todepreciatetheasset,itmaybedifficulttodeterminethefairvalueofanoptiontopurchase
PP&Eaftertheoptionhasbeenexercised.

215 South Cascade Street
P O Box 496
Fergus Falls, M N 565380496
218 739-8200
www.otpco.com (web site)

November 9, 2001

POWER COMPANY

Mr. Marc Simon
Technical Manager, Accounting Standards
File 4210.CC
American Institute of Certified Public Accountants
1211 Avenue of the Americas
New York, NY 10036-8775
RE:

Comments on the Proposed Statement of Position, “Accounting For Certain Costs And
Activities Related To Property, Plant, And Equipment.”

Dear Mr. Simon
Otter Tail Power Company (OTP), a division of Otter Tail Corporation, appreciates the
opportunity to comment on the proposed Statement of Position (SOP), “Accounting for Certain
Costs and Activities Related to Property, Plant, and Equipment” as prepared by the Accounting
Standards Executive Committee (AcSEC).
OTP is a relatively small, regulated electric utility serving parts of Minnesota, North Dakota,
South Dakota, and other customers in interstate commerce. For the year 2000, we served 126,700
retail customers and reported $188.9 million in retail electric revenues. The original cost of the
assets to serve our customers is approximately $795 million (much of which involves some level
of self-constructed assets). We are clearly a capital-intensive entity with the ratio of $4 capital
investment to each $1 of annual revenue.
We are members of the Edison Electric Institute (EEI) and support their comments in response to
the proposed SOP. However, we believe that we need to add our specific comments about the
significant impact of the proposed SOP on our company. We are strongly opposed to the
proposed SOP, in general, for the following three reasons:
1. The Federal Energy Regulatory Commission (FERC) requires regulated electric
utilities to comply with the Uniform System of Accounts (USOA) which involves a
standard capitalization and depreciation accounting system, which we feel better
represents the economic realities of price regulated utilities than does the proposed
SOP. The guidance provided by the SOP is in direct conflict with the guidance from
the FERC. To comply with the proposed SOP would require significant deviation
from rules already established for regulated utilities.

2. We believe that the proposed SOP has an arbitrary bias against accounting for selfconstructed property, plant, and equipment and is especially burdensome for
regulated, capital intensive utilities like ours.
3. We feel that the additional recordkeeping goes beyond burdensome, if we are
required to to comply with both the regulatory accounting rules and the proposed
SOP. These requirements would necessitate two “sets of books” and the processing
of information twice using different rules. The large number of transactions incurred
in our industry would require a significant investment in automated processes and
staff additions to comply with the proposed SOP.
The following discussion supports these three reasons. In summary, though, our position is that
the proposed SOP should not be adopted or if adopted should provide for an exemption for
capital-intensive, rate-regulated operations like electric utilities.
The FERC’s USOA provides better recognition of economic reality for a regulated utility.
The Uniform System of Accounts has evolved over decades into a comprehensive system to
recognize the special characteristics of utility financial activities that simultaneously fit generally
accepted accounting principles (GAAP). It provides the cost information necessary for the
regulation of electric service prices. The USOA has its own system for identifying and
classifying assets through account numbers that separate the functional characteristics and also
through “retirement units of property” to identify the sub components of an asset.
Under the USOA, accounting for depreciation expense and accumulated reserves is also very
comprehensive. It also meets both the specific needs of price regulation and conforms to
present GAAP. Under FERC’s USOA, depreciation expense accruals and proceeds from
disposition are credited to the accumulated reserve; while removal costs and retirement costs are
debited to the accumulated reserve. In other words, the normal retirement of depreciable property
does not affect expense in the current year. Avoiding the erratic expense swings that could be
caused by expensing removal costs is significant in our industry where the prices are set and
reviewed based upon normalized operations (sales and expenses of a normal year). Further, this
comprehensive reserve accounting is appropriate and places the emphasis on the depreciation
accrual to provide for adequate capital recovery over the life of the asset.
The importance of this emphasis on depreciation accruals is recognized by our regulators. We
are required in Minnesota to file annual reviews of our depreciation accruals for the USOA
property accounts. State law in Minnesota requires a comprehensive depreciation study at least
every five years. These studies are also subject to annual review by the State of North Dakota.
Like many utilities, we utilize the remaining life formula and the remaining lives and estimated
net salvage are adjusted annually.
The SOP requires adoption of component accounting and component depreciation. Under
c o m p o n e n t depreciation, only elapsed time is considered as a valid criteria for depreciation with
only portions of the original cost of the component. It disregards recognition of net salvage
regardless of the level of probability involved. This overturns decades of allowing a variety of
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depreciation methods and procedures such as straight line versus accelerated versus units of
production, or item versus broad group versus vintage group, or whole life versus remaining life.
The various methods allowed each entity to utilize the method and procedures that best
represented economic reality. Utility depreciation expense is a very significant financial issue
(over 11% of regulated retail revenues) and the issue is compounded by the exceptionally long
lives. OTP still has over $30 million depreciable assets placed in service before 1961 - some
prior to 1910. A critical need of price regulation is to match the recognized cost (expense) with
the period of benefit to the ratepayer. Recognizing net salvage only in the period incurred
provides a burden or benefit to current ratepayers that may have no economic relationship to the
original investment. Obviously component property classification and component depreciation
are fundamentally and substantially different than present income tax and USOA requirements.
Currently, we utilize one set of property procedures to comply with GAAP and USOA and apply
“exception accounting” for the limited amount of differences to comply with income tax law.
Currently one “set” of property records is sufficient to comply with_GAAP basis, income tax
basis, and deferred differences between GAAP and income tax records where deferred taxes and
income tax normalization is required. To comply with the proposed SOP while still complying
with the existing requirements would involve a dramatic expansion of all property related
procedures and the creation of three additional sets of property records: firstly for
property by component basis, secondly for reconciliation of component versus regulated
difference (FAS No. 71 disclosures) from GAAP, and thirdly for the related income tax
impact on these differences.
Under the proposed SOP, significant asset costs would be expensed in the period of expenditure
rather than over the period of benefit. These asset costs include the indirect and overheads along
with the significant cost of removing property. All of these (different capital amounts,
depreciation practices, and net salvage treatment) create a substantial shift between periods of
recognition. The following summarizes the conflicts between the proposed SOP and present
USOA, GAAP, or Income Tax accounting:
•

SOP definition of a component is substantially different than the USOA “retirement
unit”, but we would have to accommodate both - retirement units would have to be
expanded for each case where there are more “components” in a retirement unit (we
currently have nearly 1,300 types of retirement units and 70.3 million individual units)

•

Present “mass asset accounting” provides for composite recordkeeping for the asset,
depreciation expense and depreciation reserves for large investments in high-volume and
low-cost assets. We currently have five USOA accounts with over $122 million invested,
where the average cost per retirement unit is under $10 dollars, with over 69 million
individual retirement units. Under the proposed SOP, paragraph 52, these would be either
accounted for as components (unreasonable burden) or expensed immediately
(dramatically altering utility investment and expense).

•

Presently we have $12.7 million invested in property, plant and equipment classified as
amortizable general plant recognizing the frequency of abandonment in place (asset no
longer used but not worth the effort to dispose like old file cabinets) and immateriality of
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the costs or the burden of tracking or conducting periodic physical inventories. It would
appear these units would have to be converted to component accounting and component
depreciation. Again, this would create an unreasonable recordkeeping burden.

•

Component depreciation would cause an geometric increase in depreciation accounting
activities:
o Of our 119 property accounts, one account (transportation equipment) uses item
depreciation with 551 items and gain or loss is recognized. However, there are
only nine depreciable categories with certified depreciable lives. For The
remaining 118 property accounts (1,300 types of retirement units and 70.3 million
individual items ), we maintain one group depreciation reserve record each. In
other words we currently maintain 669 reserve records ( for the 551 vehicles and
118 accounts). Component depreciation would require an increase in reserve
records from 669 to 70.3 million.
o Life estimation would also increase from the 118 accounts and 9 vehicle types
to somewhere between 1,300 (types) and 70.3 million (for individual units or
new components). Presently, our annual depreciation studies are based primarily
on mortality statistics using a well-developed historical database on retirements
and net salvage by account. Such information does not exist by retirement types.

We believe that the FERC USOA meets the objectives as stated for the proposed SOP and
provides a more realistic representation of economic realities. Our revenues are determined by
the regulatory accounting model. That model is very comprehensive, uniform, and links
appropriate capital recovery (depreciation) to revenues. Complying with the proposed SOP
would provide little or no additional information of value, only add confusion to reported results,
and violate the accounting guidance issued by the FERC.
The SOP contains an arbitrary bias against accounting for self-constructed property.
For an entity like a regulated utility that is involved in self-constructing much of its property, the
SOP proposes to exclude significant internal costs that a third party contractor or manufacturer
would include. The proposed SOP excludes many property related costs based on the project
stage and on the type of cost
However, if the asset is purchased from an independent party, the entire price is considered a
capital cost. If that independent party is a viable manufacturer or contractor, it will incur all kinds
of direct and indirect costs that are included in that purchase price and asset cost:
•
•
•
•
•
•

Direct materials and labor
Indirect materials and labor
Various types of overheads
Inventorying costs
Product development costs
Sales, general and administrative costs
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•

Construction debt service (interest) costs

Under the proposed SOP, most of these items would not be includable in the asset cost if selfconstructed.
A capital-intensive entity obviously finds substantial economic savings by performing as much
of the construction as possible. Under the proposed SOP, however, the indirect costs are
expensed in the year incurred and prior to the periods when the asset is assumed to begin
providing benefits. The impact of this discriminatory accounting results in recognizing a huge
front-end expense instead of allocated as part of depreciation expense. If purchased from or
constructed by a third party instead, the total cost is higher over the entire life but the cumulative
impact on profits would be lower for much of the life of the asset. Assume for example that a
utility wants to acquire a gas fired generator with the following assumptions:
•
•
•
•
•

40 year life
One year to construct
Direct costs are $20 million
Indirect costs (for either contractor or utility) are 25% of direct costs - $5 million
Contractor would add 20% of direct costs (travel, site set-up, construction financing,
profit, etc.) - $4 million

Under the SOP, an entity that purchased the generator from a contractor would capitalize $29
million ($20 plus $4 plus $5) in year two and record $0.75 million depreciation expense per year
for 40 years. Under the SOP, an entity that self-constructs the asset would expense $4 million in
year one, would capitalize only $20 million in year two, and record $0.5 million depreciation per
year for the next 40 years. In other words, the bias is that the self-construction firm actually has
spent less, that firm would be required to expense $4 million in year. Even though it depreciates
only $0.5 million versus $0.75 million, by year 23 the cumulative expense is $16 million instead
of only $15.95 million if it had purchased the asset. It isn’t until year 24 that the cumulative
expense recorded for the higher cost purchased asset exceeds the cumulative expense of the selfconstructed assets.
These assumptions aren’t too far from what we experience except that for the last 10 years we
have added over $25 million of utility plant each year. Assuming this example is repeated
every year, the annual expense would be higher for self-constructed assets until year 24.
That is a substantial bias considering the economic reality that there were actual out of pocket
savings.
The proposed SOP creates an unreasonable recordkeeping burden for regulated utilities.
The magnitude of the recordkeeping burden should be self-evident from the statistics presented
under “The FERC’s USOA provides better recognition of economic reality for a regulated
utility”. Addressing the huge changes in volume of activity is significant - from 119 accounts, or
669 depreciation reserve records, or the nearly 1,300 types of property shifting to 70.3 million or
more individual records is undeniably a daunting challenge. However, the proposed change is
more than a volumetric problem. Increased computer speed or more memory or new software
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deal nicely with volume activities. However, there is a much greater problem in data gathering,
data processing, and data analysis which is compounded by the fact that meeting the
requirements of the proposed SOP will be in addition to the existing accounting procedures and
used only for external reporting.
To demonstrate the greater problem, we will discuss one account where we apply mass asset
accounting. USOA account 356 - Transmission Conductor is used to record the investment in the
conductor that, along with the poles (in account 355), make up the transmission lines that
transport bulk, high-voltage energy from generators to local communities. We have 5,284 miles
of lines and for account 356 we have 18 property types, 32.4 million retirement units,
$48,325,228 invested, and an average of $1.49 cost per unit. Those 18 property types are based
on wire size and metal type and are measured in either feet or pounds. Construction activities
involve from one to two thousand projects a year, averaging over a million units added each year
(about the same amount retired). Construction could involve a few hundred feet to a hundred
miles and could involve a new line, increasing the conductor size, replacement/repair of a portion
of an existing line, or moving a portion of the line to a new location. Under mass accounting, we
track activity by the individual project during the year and pool the capitalized dollars and
quantity into one record for each property type annually. There is only one accumulated reserve
record for the whole account (for all types and all years). When conductor is retired, our
construction personnel determine the age of the conductor and we deduct that quantity from that
year’s pool at the pool average price. Depreciation recordkeeping is just as simple because all
activity (cost of retired property, cost of removal, and salvage proceeds) goes to the account 356
depreciation reserve. Statistical, mortality life-estimation recognizes and provides for variation of
realized life on individual items from the average service life of the account. The result is
virtually no impact on net utility plant and provides a more consistent impact on net profit.
Under the proposed component accounting and component depreciation, everything changes.
Two likely options appear:
1. We could attempt to create individual property records with the related accumulated
reserve records, or
2. We could continue to group activity (in portions or for the whole year).
Under option one (individual records), when we add a million additional property records each
year, we would also add a million accumulated reserve records and a million estimated service
lives per year. That would result in 12 million monthly depreciation calculations. For
retirements, we would add a million calculations of gains and losses, millions of entries for
removal cost (removal costs is still need for regulatory accounting and needs to be linked to the
property record).
Under grouping in option two (grouping assets), those million individual units might be a
grouping of all the units by the 18 property types for 12 months (only 216 new property records
plus 216 new reserve records). Obviously the volume of activities and records is more than the
c u r r e n t 18 annual property records plus the one depreciation record, but much less than the
millions required for individual units. However, for retirement we would need the month as well
as the year that the item went into service. Then we would calculate the gain or loss expense, re-
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set the service lives and reserve for the remaining part of the group, and finally set up a separate
record for the net salvage because net salvage is built into depreciation under regulatory
accounting but expensed under the proposed SOP. Even under a grouping option, the proposed
SOP would necessitate thousands of additional transaction each year. Considering that the
average unit cost is only $1.49, it is clear that such extra recordkeeping is an unreasonable
burden.
Summary
We are a relatively small, regulated, electric utility and rely on Edison Electric Institute to have
the resources to better present the broader concerns and issues of the electric utility industry. The
purpose of our comments is to provide specifics on our particular situation in order to support the
EEI’s requested exemption for regulated electric utilities from this proposed SOP. In response to
the question raised in the list of 19 issues, we find that issue numbers 2, 3, 4, 7, 12, 13, and 14
are not acceptable because it would result in distorted results. On issue numbers 16 through 19,
the result would be an unreasonable burden. We also hope that we have documented that the
proposed SOP is biased against self-constructed capital projects, creates an unreasonable
recordkeeping requirement, and is unnecessary because the FERC’s Uniform System of
Accounts provides a more accurate disclosure of the financial and economic realities of
regulated, electric utilities investment in property, plant, and equipment.
Otter Tail Power Company appreciates the opportunity to respond to the proposed Statement of
Position and to provide input into the AcSEC’s process. We hope that our comments will be
helpful to the AcSEC to develop appropriate accounting guidance.
Yours truly,

JeffLegge,
Utility Controller
c. Mr. David Stringfellow, Edison Electric Institute
Mr. Jan Umbaugh, Deloitte & Touche, LLP
Mr. Patrick Prunty, Deloitte & Touche, LLP
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November 13, 2001

Marc Simon, Technical Manager
Accounting Standards, File 4210-CC
AICPA
1211 Avenue of the Americas
New York, NY 10026-8775
Re: Proposed Statement of Position, Accounting for Certain Costs, and Activities Related to Property, Plant
and Equipment

Dear Sir:
The Accounting Principles Committee of the Illinois CPA Society (Committee) is pleased to comment on the
Proposed Statement of Position, Accounting for Certain Costs and Activities Related to Property, Plant, and
equipment. The organization and operating procedures of the Committee are reflected in the attached
Appendix to this letter. These recommendations and comments represent the position of the Illinois CPA
Society rather than any members of the Committee and of the organization with which they are associated.
The Committee is opposed to issuance of the exposure draft as a final SOP primarily for the following reasons:
We are compelled to comment on particular aspects of the Exposure Draft that require changes to long-standing
widely understood practices that, in our opinion, do not improve the usefulness of the financial statements.
Specifically, we disagree with the proposed component accounting provisions stated in Paragraph 49 through
56, and 41. These proposed provisions were probably intended for real estate entities; we do not believe that
they should be required for all entities. They would further complicate property, plant and equipment
accounting with no foreseeable benefits to the users of financial statements.
Should you decide to issue a final SOP, following are our comments on the issues identified in the section Areas
Requiring Particular Attention by Respondents in the cover letter to the Exposure Draft.
Scope

Issue I: We agree.
Project Stage Framework
ssue 2: The potential exists for the rules to be circumvented if costs can be shifted to third-parties. There
appears to be an inconsistency of accounting treatment between externally incurred costs (independent third

parties) and internal costs. We also noted that the definition of "project stage framework" should be added to the
glossary.
Issue 3: We agree.
Accounting for Costs Incurred
Issue 4: Same inconsistency noted above for issue 2. Companies could wind up capitalizing third party indirect
costs and profit simply because they outsourced some of the work.
Issue 5: Agree.
Issue 6: It was noted that paragraph 37 should be expanded to include the recognition that
various accounting conventions that produce substantially similar results that are not materially different from
those obtained under component accounting were not precluded. This was noted in paragraph A48 of Appendix
A, Basis for Conclusions.
Issue 7: Paragraph 39 ignores any discussion of the treatment of proceeds, under the component method, from
asset disposal which should be discussed.
Issues 8 & 9: We generally agree although noted the possible inconsistency with accrual accounting in
recognizing incurred costs. Perhaps the time to recognize should be dining its use.
Use of Inventory in Production of Internal-Use PP&E
Issue 10: Agreed.
PP&E-Type Assets Produced for Sale or Operating Lease
Issue 11: It was noted that this issue could be discussed under FASB Statement No. 13, similar to issue 1.
Component Accounting
Issues 12 to 14: We object to the requirement that the component approach be used in accounting for PP&E.
We noted that it is one of several acceptable conventions that would achieve the same result. It should not be
required, however. In addition, it would be costly to implement for some businesses with no benefit. Language
regarding the acceptability of alternate conventions should be included. See comments under issue 6 above.
Amendments to Other Guidance
Issue 15: No comments.
Transition
Issues 16 to 19: No comments, other than those mentioned above.

Effective Date and Transition
We believe the time allowed for companies to make changes to systems and processes is
inadequate, especially in light of the component accounting requirements. Therefore, the
effective date should be pushed back to at least December 15, 2002, with early adoption
encouraged.
The Illinois CPA Society appreciates the opportunity to express our opinion on this matter. We strongly believe
that the issues we have discussed are important ones that deserve due consideration. We would be pleased to
discuss our comments in greater detail if requested.

Sincerely,

Steven Johnson, CPA
Chair Accounting Principles Committee

APPENDIX A
ILLINOIS CPA SOCIETY
ACCOUNTING PRINCIPLES COMMITTEE
ORGANIZATION AND OPERATING PROCEDURES
2001 - 2002
The Accounting Principles Committee of the Illinois CPA Society (Committee) is composed of the following technically
qualified, experienced members appointed from industry, education, government and public accounting. These members have
Committee service ranging from newly appointed to more than 20 years. The Committee is an appointed senior technical
committee of the Society and has been delegated the authority to issue written positions representing the Society on matters
regarding the setting of accounting standards. The Committee’s comments reflect solely the views of the Committee, and do
not purport to represent the views of their business affiliations.
The Committee usually operates by assigning Subcommittees of its members to study and discuss fully exposure documents
proposing additions to or revisions of accounting standards. The Subcommittee ordinarily develops a proposed response that
is considered, discussed and voted on by the full Committee. Support by the full Committee then results in the issuance of a
formal response, which at times, includes a minority viewpoint.
Current members of the Committee and their business affiliations are as follows:
Public Accounting Firms:
Large (National Firms):
Jacquelyn K. Daylor, CPA
James L. Fuehrmeyer, Jr., CPA
Alvin W. Herbert, Jr., CPA
Steven C. Johnson, CPA
Lisa M. Koblinski, CPA
Elizabeth K. Lawson, CPA
Richard H. Moseley, CPA
Brian D. Nauman, CPA
J. Christopher Rabin, CPA
Mark K. Scoles, CPA
Steven P. Strammello, CPA
Medium (more than 40 employees):
Marvin A. Gordon, CPA
Kirsten M. Lescher, CPA
Laurence A. Sophian, CPA
John M. Stomper, CPA
Small (less than 40 employees)
Walter J. Jagiello, CPA
Kathleen A. Musial, CPA
Roger L. Reitz, CPA
Industry:
Renee M. Ansbro, CPA
Peter J. Bensen, CPA
Adrienne Corkran Sayer, CPA
James B. Lindsey, CPA
John H. Wolter, CPA
Government:
Gail E. Williams, CPA
Educators:
Leonard C. Soffer, CPA
Charles A. Werner, CPA

KPMGLLP
Deloitte & Touche LLP
Clifton Gunderson LLP
RSM McGladrey Inc
Ernst & Young LLP
KPMGLLP
Altschuler, Melvoin & Glasser LLP
Ernst & Young, LLP
Altschuler, Melvoin & Glasser LLP
Grant Thornton
Crowe Chizek & Co. LLP
Rootberg Business Services, Inc.
Gleeson, Sklar, Sawyers & Cumpata LLP
Ostrow, Reisin, Berk & Abrams, Ltd.
Klayman & Korman, LLC
Walter J. Jagiello, CPA
Benham, Ichen & Knox LLP
Cray, Kaiser Ltd., CPAs
The Liberty Hampshire Co., LLC
McDonald’s Corporation
Baker & McKenzie
'FIX Company
Retired/Natural Gas Pipeline Company of America
Chicago Housing Authority
University of Illinois at Chicago
Loyola University

National Rural Electric
Cooperative Association
A Touchstone Energy® Cooperative

4301 Wilson Boulevard
Arlington, Virginia 22203-1860
Telephone: (703) 907-5500
TT-(703) 907-5957
www.nreca.org

November 13, 2001
Mr. Marc Simon
Technical Manager, Accounting Standards
File4210.CC
American Institute of Certified Public Accountants
1211 Avenue of the Americas
New York, NY 10036-8775
Re:

Exposure Draft - Proposed Statement of Position, “Accounting for Certain Costs
and Activities Related to Property, Plant, and Equipment”

Dear Mr. Simon:
The National Rural Electric Cooperative Association (NRECA) is the national trade
association representing approximately 1,000 rural electric systems providing electricity
o n a mutual, not-for-profit basis to more than 35 million consumer owners in 46 states.
Of the approximately 1,000 systems, 62 are electric generation and transmission
cooperatives (G&Ts) which are owned by and serve 771 of nearly 900 electric
distribution systems.
NRECA appreciates the opportunity to submit written comments regarding the abovereferenced Proposed Statement of Position (PP&E Accounting Proposal) to the
Accounting Standards Executive Committee (AcSEC) of the American Institute of
Certified Public Accountants (AICPA). Since NRECA members operate within the
capital-intensive electric utility industry, the PP&E Accounting Proposal would
significantly impact on the accounting policies of substantially all of the NRECA
membership.
NRECA is responding to the PP&E Accounting Proposal on behalf of its membership
with the assistance of two committees. First, the Accounting & Depreciation Committee,
a subcommittee of the G&T Managers’ Association Technical Advisory Committee
analyzed the PP&E Accounting Proposal as to impact on G&Ts. Second, an Ad Hoc
Distribution Systems’ Accounting & Depreciation Committee evaluated the PP&E
Accounting Proposal from the perspective of electric distribution cooperatives. In
addition to this NRECA response, however, several NRECA members are submitting
individual written comments. NRECA respectfully urges that these individual comments
also be carefully considered in fashioning any final rule on property, plant, and
equipment accounting.

{*]
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In general, as discussed below, the PP&E Accounting Proposal raises significant rate
making, operational, and accounting concerns for electric cooperatives. NRECA
understands that the AICPA AcSEC commenced consideration and development of the
proposed plant accounting provisions with the view that the accounting rule would apply
to certain targeted industries that did not include utility-type enterprises. The accounting
provisions proposed may, in fact, be very appropriate and beneficial to those initially
targeted industries. For utility-type enterprises, including electric cooperatives, however,
the accounting provisions as currently proposed are not appropriate or well thought
through. The PP&E Accounting Proposal should not be implemented for utility-type
enterprises, including electric cooperatives, unless and until significant workable changes
that give due consideration to the utility operating environment are included.
Comment: Any final plant accounting rule should not overturn long-standing
electric utility accounting and, by direct implication, rate-making practice without
significant consultation and input from utility regulators.
Much of the electric utility industry, including the overwhelming majority of electric
cooperatives, continues to establish rates for electricity based on a specific cost of service
that has been approved or established by the utility’s regulator. The cost elements in
these cost-of-service studies are based on defined cost elements contained in a Uniform
System of Accounts, which electric utilities are legally required to follow - promulgated
by the Federal Energy Regulatory Commission (FERC), or, in the case of most electric
cooperatives, the Rural Utilities Service (RUS). The RUS Uniform System of Accounts
is substantially similar to that of the FERC.
Consistent with cost-of-service rate-making practice (and the fact that other criteria for
applying Statement of Financial Accounting Standards #71 are met), the overwhelming
majority of electric cooperatives account for the effects of rate regulation in accordance
with Statement #71, following specific guidance contained in the Uniform System of
Accounts. General rate-making principles of electric utilities, including cooperatives,
provide that a utility, with the approval of its regulator, defer or accelerate the rate
recognition of certain current-period costs in order to avoid spikes in the level of
electricity rates. In accordance with Statement #71, the deferred or accelerated current
period items are generally shown on the balance sheet as regulatory assets or liabilities,
and the income statement reflects the specific expenses which the recorded revenues have
been designed to recover. In other words, Statement #71 basically provides symmetry
between utility rate-making and accounting. NRECA believes that applying the concepts
of Statement #71 and the Uniform System of Accounts - reflecting the result of rate
making practice - results in the best possible matching of revenues with expenses and
presents the fairest representation of financial position and results of operations to
financial statement users.
As discussed in the section that follows, however, the provisions of the PP&E
Accounting Proposal are inconsistent with general rate-making practices and the Uniform
System of Accounts in a number of ways. Given the symmetry between rate-making and
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accounting, utilities implementing the PP&E Accounting Proposal would be forced to
significantly alter not only their accounting, but also, if utility regulators would concur,
their rate-making practices - with (as also discussed below) likely adverse impacts on
consumer electric rates. In our discussions with RUS and state and Federal utility
commission staffs, NRECA has found no evidence that these utility accounting and rate
making experts have been consulted by the AICPA AcSEC. NRECA is surprised and
dismayed that major changes in long-standing utility industry accounting practice that
also directly impact on rate-making practices would be proposed to be completely
overturned without significant consultation and input from experts at RUS and state and
Federal utility commission staffs.
If utility regulators would not concur with the accounting and rate-making changes of a
final rule implementing the provisions of the PP&E Accounting Proposal, electric
utilities, including G&Ts and distribution cooperatives, would be placed in the hapless
position of keeping two sets of accounting records. First, utilities would be required to
maintain a regulatory set of books prepared in accordance with the Uniform System of
Accounts on the basis of which they would set their electric rates. Second, they would
have to keep a set of books in accordance with Generally Accepted Accounting
Principles (GAAP) for preparation of external financial statements. Such dual sets of
accounting records would lead to great confusion among users, as well as considerable
unnecessary cost.
Comment: The PP&E Accounting Proposal would impact detrimentally on electric
cooperative operations and impose excessive costs. Any final plant accounting rule
should not overturn any accounting practice of the electric utility industry without
strong evidence that benefits of that accounting change outweigh its costs.
As previously mentioned, the provisions of the PP&E Accounting Proposal are
inconsistent with the Uniform System of Accounts and attendant RUS regulations and
interpretations (collectively, Electric Cooperative Accounting Requirements) in a number
of ways. Furthermore, implementation of these provisions contained in the PP&E
Accounting Proposal would detrimentally impact on electric cooperatives. The AICPA
AcSEC has presented no specific evidence, nor is NRECA aware, of any abuse or of any
financial reporting concern of lenders or other financial statement users resulting from
application of Electric Cooperative Accounting Requirements.
Rather, the AICPA AcSEC provides two major purposes of this rulemaking in the
“BACKGROUND” section of the Exposure Draft: (1) to provide uniformity as to items
capitalized to plant accounts, and (2) to standardize depreciation accounting methodology
- among virtually all U.S. businesses. NRECA asserts that such uniformity and
standardization already exists within the electric utility industry. Furthermore, due to the
unique regulated utility operating environment, complete accounting uniformity between
utility-type enterprises and other types of businesses is not necessary or even desirable.
The most significant of the accounting inconsistencies raised by the PP&E Accounting
Proposal and the attendant detrimental impacts are itemized in the following table:
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Accounting Proposal

Impact on Electric Cooperatives

1. Electric Cooperative Accounting
Requirements specify capitalization of
overheads in support of construction
projects and permit capitalization of an
appropriate portion of administrative
and general (A&G) costs. In addition,
Electric Cooperative Accounting
Requirements specify capitalization of
preliminary investigation and survey
(PS&I) charges. ThePP&E
Accounting Proposal would prohibit
capitalization of overheads, PS&I
charges, and A&G costs.
2. Electric Cooperative Accounting
Requirements prescribe use of the
group and/or composite method of
depreciation for plant assets. The
PP&E Accounting Proposal would
require use of depreciation accounting
by component, defined as “a tangible
part or portion of [plant] that can be
separately identified as an asset and
depreciated or amortized over its own
separate expected useful life”. The
PP&E Accounting Proposal generally
prohibits the use of a group or
composite method of depreciation,
unless it can be shown by the entity that
the asset balances and operating results
under the group or composite method
are not materially different from those
obtained under the component method.
3. Electric Cooperative Accounting
Requirements, consistent with group
depreciation accounting convention,
generally prescribe that gains and
losses on normal dispositions of mass
assets be closed to the accumulated
depreciation account, under the theory
that over time gains and losses will net
out. The PP&E Accounting Proposal
would require that gains and losses be
reflected in results of operations in the
current accounting period.

Implementation of this provision would
result in the unfavorable outcome of
increased earnings volatility, as these
overhead, PS&I charges, and A&G costs
are expensed, rather than capitalized.
Furthermore, from the standpoint of rate
making fairness, failure to capitalize these
costs would inequitably shift the burden of
collection of these costs from customers
using the plant asset over its useful life to
customers during the construction of the
plant asset.
Implementation of this provision would
require administrative reorganization of
many G&Ts and distribution cooperatives
to comply with the data collection
requirements, as well as installation of
expensive automated accounting systems.
In addition, determination of material
differences between the component and
group accounting methods would require
record-keeping for both methods, adding
significantly to plant record-keeping costs.

Implementation of this provision would
result in increased earnings volatility, as
gains and losses on plant disposition are
reflected in the current results of
operations. Electricity rates could likely
require upward adjustment to provide for
the increased uncertainty of earnings.
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Accounting Proposal
4. Electric Cooperative Accounting
Requirements generally recognize the
cost of removal of a plant asset over the
useful life of that asset, as a component
of the depreciation rate. The PP&E
Accounting Proposal would require that
cost of removal be reflected in the
results of operations in the accounting
period in which such cost was incurred.

Impact on Electric Cooperatives
Implementation of this provision would
result in increased earnings volatility, as
cost of removal is reflected in a single
accounting period. Furthermore, from the
standpoint of rate-making fairness, failure
to recognize cost of removal over the
asset’s life would inequitably shift the
burden of collection of these costs from
customers using the plant asset to
customers during the retirement of the
plant asset.
Implementation of this provision would
result in increased earnings volatility for
G&Ts, as major maintenance cost is
recognized in results of operations in a
single accounting period. In the
alternative, to avoid earnings volatility,
major maintenance cost would have to be
reflected in utility rates in one year. The
high cost of such maintenance would cause
electric rates to spike in that year - an
undesirable result for electric consumers.

5. Electric Cooperative Accounting
Requirements generally permit, with
RUS approval, deferral or advanced
accrual of major maintenance costs
associated with planned generation
plant outages. The PP&E Accounting
Proposal would require that cost
associated with major planned
maintenance be expensed as incurred.

Each of the above five accounting inconsistencies poses operational problems for electric
cooperatives. The detrimental impacts of each item should be carefully considered and
weighed against any identifiable benefits before the AICPA AcSEC implements the
attendant provision of the PP&E Accounting Proposal for electric utilities.
If, after this careful cost-benefit review, the AICPA AcSEC nonetheless believes it
should move forward with implementation of the major provisions of the PP&E
Accounting Proposal for electric utilities, including electric cooperatives, NRECA
respectfully requests that the certain measures be considered for inclusion in the final
rule. These measures would somewhat mitigate the ill effects of the accounting rule for
electric cooperatives. These mitigation measures are as follows:

Specific Recommendations to Mitigate Detrimental Effects of PP&E Accounting
Proposal
1. The applicability of Statement #71 for affected enterprises should be explicitly
sanctioned in the final accounting rule.
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Statement of Financial Accounting Standards #71 is never mentioned in the PP&E
Accounting Proposal. As a result, it is not clear if or how Statement #71 applies in
relation to the PP&E Accounting Proposal.
Explicitly sanctioning the applicability of Statement #71 could mitigate some of the
detrimental rate-making impacts of the PP&E Accounting Proposal - by allowing for
financial statement recognition of certain rate-making practices regarding plant cost
recovery. Furthermore, a clear explanation of how Statement #71 is to be applied,
regarding, for example, the regulatory assets and liabilities that are created when rate
making practice for plant accounting varies from GAAP accounting would provide for
consistent financial reporting among electric utilities.
Specifically, NRECA recommends that, in accordance with Statement #71, the following
differences be recognized on the balance sheet for financial reporting purposes between
rate-making practice and the provisions of the PP&E Accounting Proposal:
■ Rate recovery of PS&I charges, A&G costs, and overheads associated with
construction projects over the useful life of the plant asset.
■ Use of group and/or composite depreciation accounting for rate-making purposes.
■ Deferral of gains and losses associated with normal dispositions of mass assets for
rate-making purposes.
■ Rate recognition of the cost of removal of a plant asset over the asset’s useful life.
■ Deferral or advanced accrual of major maintenance costs associated with planned
generation plant outages for rate-making purposes.
Again, in deciding how Statement #71 should be applied, NRECA urges the AICPA
AcSEC to consult RUS and utility regulatory commission staff. It is absolutely critical to
electric cooperatives that the relationships between regulatory accounting and GAAP
accounting be clear - with a goal to make the two as consistent with one another as
possible. Since utility regulators are responsible for regulatory accounting, commission
staff consultation and input in this process is critical. Certainly, from NRECA’s
perspective, the more synchronized regulatory and GAAP accounting, the better for
electric cooperatives.

2. A government utility commission, trade association, or similar group should be
authorized in the final accounting to make the determination for electric
cooperatives that the use of the group depreciation method approximates the
component method.
The PP&E Accounting Proposal provides in paragraph A48. that in order to use the group
depreciation method, the business entity must demonstrate that the “gross [plant
balances], accumulated depreciation, depreciation expense, and gains and losses on
replacements or disposals of [plant]” under the group depreciation method are not
materially different from results under the component method.
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NRECA believes that the specified requirements to use group depreciation should be
liberalized in a number of ways. First, since gains and losses associated with normal
retirements of mass property are generally not currently recognized under the group
depreciation method, it is hard to imagine that accounting results for gains and losses
would be not be materially different. NRECA, therefore, recommends that the
materiality proviso for gains and losses be stricken. Second, instead of use of a standard
of materiality between component and group depreciation, NRECA recommends that it
be demonstrated - by periodic depreciation studies - that use of depreciation rates under
the group method amortizes the cost of the subject plant assets over the useful lives of
those assets. This demonstration should thus provide adequate assurance that the gross
plant balances, accumulated depreciation, and depreciation expense under the group
method being used are providing for rational, systematic cost recovery of plant assets,
substantially consistent over the assets’ lives with the component method. Third,
NRECA recommends that in addition to the business entity, applicable utility
commissions, trade associations, or similar groups be authorized in the final accounting
rule to demonstrate that use of the group depreciation method approximates the
component method. In this way, for similarly situated electric cooperatives, one overall
determination of depreciation accounting results, rather than more costly individual
determinations by each electric cooperative, can be made.

3. Component accounting, if required in a final accounting rule, should be limited
to more costly, material components.
The PP&E Accounting Proposal in paragraph 49. specifies that “[a] component is a
tangible part or portion of [a plant asset] that (a) can be separately identified and
depreciated or amortized over its own separate expected useful life and (b) is expected to
provide economic benefit for more than one year.”
NRECA believes that this definition would create an enormous number of tremendously
detailed plant accounting records for electric cooperatives. Operating in the very capitalintensive electric utility industry, electric cooperatives could literally be required to
maintain and account for thousands and thousands of individual plant assets.
NRECA believes the better approach, if the AICPA AcSEC decides that component
accounting will be required, would be to specify the use of component accounting for
more costly, material items of plant, with immaterial items grouped with the larger ones
for accounting purposes. The results of implementing this recommendation should be
lower cost to electric cooperatives, with minimal material differences in plant balances
and operating results.

NRECA appreciates the opportunity to provide comments on the PP&E Accounting
Proposal and respectfully urges the AICPA AcSEC to consider its views and
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recommendations. If questions arise concerning these comments, please feel free to
contact Steve Piecara at 703-907-5802 or Gary Bartlett at 703-907-5817 on the NRECA
staff.

Sincerely yours,

Stephen J. Piecara
Director - Tax, Finance and Accounting Policy
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Corporate Finance
Pfizer Inc.
235 East 42nd Street
New York, NY 10017-5755
Tel 212573 3222 Fax 212 338 1815
Email loretta.v.canaialosi@pfizer.com

Loretta Cangialosi
Vice President and Controller
November 13,2001
Mr. Marc Simon
Technical Manager, Accounting Standards
File 4210.CC
American Institute of Certified Public Accountants
1211 Avenue of the Americas
New York, NY 10036-8775

Subject: Exposure Draft - Proposed Statement of Position - Accounting for Costs and
Activities Related to Property, Plant and Equipment
Dear Mr. Simon:
Pfizer welcomes the opportunity to comment on the Exposure Draft - Proposed Statement o f
Position - Accounting for Costs and Activities Related to Property, Plant and Equipment. Pfizer is
a research-based, global pharmaceutical company. We discover, develop, manufacture and
market leading prescription medicines for humans and animals, as well as many of the world’s
best-known consumer products. The Company’s 2000 total revenues were $29.6 billion and its
assets were over $33.5 billion.
Pfizer supports the efforts of the AICPA to improve standards of financial accounting and
reporting. We agree with AcSEC’s efforts to summarize guidance on the capitalization of PP&E
expenditures in one authoritative document. We believe that this guidance is needed as GAAP
on this topic is currently spread among various sources of authoritative pronouncements.
Our comments are summarized below and more fully discussed in the attached document.

Commencement of Depreciation
We disagree that the point in time for the commencement of depreciation should be
when an asset is “substantially complete and ready for its intended use.” While we
agree that this concept is appropriate for determining when interest capitalization should
cease under SFAS 34, we do not believe this is an appropriate milestone for determining
when depreciation should begin. We believe that depreciation should begin when the
asset is placed in service. We view depreciation as a process of allocation, not
valuation, and believe that the intent of depreciation should be to allocate the cost of the
asset to the periods during which services are obtained from the use of the asset.
Component Accounting
We do not agree with the component accounting approach, as it does not lend itself to
practical application. While we agree that component accounting is logical and would make
sense in an ideal world, we believe that the increased complexity and level of detail in
accounting for fixed assets is too high a cost to incur for the more modest benefit of
marginally more accurate information. We believe that a composite life can be determined
with sufficient reasonableness and that the use of componentization would not lead to a cost

• Page 2

November 14,2001

effective improvement in accuracy. Furthermore, we believe that, although PP&E is
significant to most entities, fixed asset accounting should be practical and result in
reasonable allocations of cost to the periods benefited but should not require
disproportionate efforts to attain an unnecessary level of precision.

Transition to Component Accounting
We believe that, if component accounting were required by the final SOP, the transition provision
should be the prospective adoption approach. While we do not object to the availability of the
alternative approach of retroactive application to existing PP&E although we believe that this
approach would require inordinate effort to apply with little benefit to financial accounting and
reporting.

Alternatives to Component Accounting
We agree that other accounting conventions, such as group depreciation or composite lives,
are acceptable if they result in gross PP&E, depreciation expense, accumulated
depreciation, and gains or losses on disposals of PP&E that are not materially different from
those obtained under the component accounting method required by this proposed SOP.
We strongly believe a statement allowing the use of alternatives to component accounting
should be included in the Conclusions section of the proposed SOP rather than being
mentioned only in Appendix A, Basis for Conclusions.

Cost of Support Functions
We generally agree that PP&E-related costs incurred during the preacquisition, acquisition-orconstruction, and in-service stages should be charged to expense unless the costs are directly
identifiable with the specific PP&E. However, we take issue with the proposal to expense the
costs of all of the activities carried out by “support functions”, whether internal or outsourced. We
believe that, within the support functions, there are costs that are of a general, administrative and
overhead nature that should be expensed and there are specifically identifiable costs directly
related to the acquisition of PP&E that should be capitalized. For example, costs might be
incurred within the information systems, legal, engineering and other functions where the time
spent working on PP&E projects is directly identifiable and measurable and, therefore, should be
capitalized.

Divergence with SOP 98-1
We also note that divergent accounting treatments are provided for similar costs under SOP 98-1
and this proposed SOP. Specifically, the same “information systems” employees (internal or
outsourced) would have their payroll and payroll-related benefits capitalized, under SOP 98-1, if
working on acquiring or developing internal-use software, but expensed, under the proposed
SOP, if working on the acquisition or implementation of hardware. This would happen even if the
same employees were working on one specific project that involves both software and hardware.
We believe that payroll and payroll-related benefits should be capitalized in both cases.

Additional Guidance
We believe that an extensive list of types of costs that can be capitalized could result in better
consistency in application and could be included in an illustrative Appendix to the proposed SOP.
For example, an area where guidance might be provided is the depreciation period for leasehold
improvements where an operating lease has a fixed term and several renewal periods at the
lessee’s option. Under textbook guidance, the lessee optional renewal periods can be considered
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in determining the depreciable life of leasehold improvements where the intent and ability of the
lessee is to exercise the renewal options in an operating lease. We support this textbook
guidance and recommend that this be addressed in the proposed SOP. We believe that a
comprehensive list of examples that seek to provide guidance in gray areas would aid
constituents in understanding the AlCPA’s intent and in performing analogies to other specific
issues that arise in practice.
The attached document includes a further discussion of our comments on these issues.
Very truly yours,

Loretta V. Cangialosi
Vice President and Controller

cc:

David L. Shedlarz
Executive Vice President and Chief Financial Officer
Alan G. Levin
Vice President-Finance

Pfizer Inc Response to AICPA Proposed Statement of Position
Accounting for Certain Costs and Activities Related to
Property, Plant, and Equipment
Commencement of Depreciation
No “Issue” was presented in the Exposure Draft concerning the SOP’s
conclusions about the commencement of depreciation.

However, we strongly disagree

with the SOP conclusions in this area and ask the AICPA to consider the following
comments.

We note that this concept of “substantially complete and ready for its intended
use” is used to delineate the point at which the acquisition-or-construction stage ends
and the in-service stage begins. We note that this view is consistent with the provisions
of SFAS 34, Capitalization of Interest Cost, and we do not object.

However, the draft SOP takes the concept of “substantially complete and ready
for its intended use” a step further and makes it the most significant milestone in the
project stage framework - - the point at which depreciation begins.

We strongly

disagree with this view and believe that guidance in this area must be modified. We
believe that depreciation should begin when the asset is placed in service.

We refer to paragraphs 34 and 35, that state: “When PP&E is substantially
complete and ready for its intended use ... depreciation should begin. PP&E should be
considered substantially complete and ready for its intended use upon completion of all
major construction and installation activities (as distinguished from activities such as
routine maintenance and cleanup) or when related revenues begin to be recognized, if
sooner.

If a portion of a PP&E project is substantially complete and ready for its

intended use and is capable of being operated independently from other portions of the
PP&E project that are not yet substantially complete, the substantially complete portion
should be accounted for as a separate project.”

In order to mark the beginning of depreciation, the SOP has erroneously
employed, we believe, the concept of “substantially complete and ready for its intended
use” from SFAS 34 - - and, again, we cannot support this view. While we agree that this
concept of “substantially complete and ready for its intended use” is appropriate for
determining when interest capitalization should cease, we do not believe that it is an
l
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appropriate milestone for determining when depreciation should begin. Once again, we
believe that depreciation should begin when the asset is placed in service.

Our comments are based on the following understanding of the concept of
“substantially complete and ready for its intended use:”

•

Why is the concept appropriate for interest cost capitalization? \Ne agree
with the views expressed in SFAS 34, paragraph 58.

Once an asset is

substantially complete and ready for its intended use - - any subsequent
interest cost incurred is a cost of holding the asset, not a cost of acquiring the
asset - - and therefore, interest cost capitalization should cease.
•

Why is the concept not appropriate for depreciation? \Ne agree with the
views expressed in ARB 43, Chapter 9, Depreciation, Section C, paragraph
5. We believe that depreciation is a process of allocation not valuation - and, that the intent of depreciation is to allocate the cost of the asset, as
equitably as possible, “to the periods during which services are obtained from
the use of the [asset]” (emphasis added).

•

Why else is this concept not appropriate for depreciation? The standard
employed by the SOP can result in an arbitrary expense to the income
statement (if the asset is not yet placed in service) and we note that no other
physical asset is subject to such an arbitrary standard.

For example,

supplies are capitalized until used. Inventory is capitalized until sold. Prepaid
expenses and deferred charges are capitalized until wasted. \Ne are unclear
as to why PP&E is not permitted to use the same standard.
•

Why else is this concept not appropriate for depreciation, part 2? Perhaps
the draft SOP calls for depreciation before the asset is placed in service as a
means of recognizing the presumption that the asset is “losing value” even
as it sits unused - - viewing depreciation as a valuation rather than an
allocation. If this is the case, we note that US GAAP has very clear guidance
as to the recognition and measurement of impairment for fixed assets.
These impairment standards, not depreciation, should assess and measure
valuation.
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Given the nature of asset acquisition, particularly constructed assets, we believe
that depreciation should begin when the asset is placed in service. In addition to the
theoretical support for our beliefs, expressed above, below are some more specific,
practical comments that also support our position:

•

Intentional Delays - We note that in paragraph 58 of SFAS 34, in its Basis for
Conclusions, the Board indicated that the words “substantially complete”
were used to “prohibit continuation of interest capitalization in situations in
which completion of the asset is intentionally delayed.” We agree with those
concerns and with the conclusions of SFAS 34 that requires capitalization of
interest to cease when the asset is substantially complete and ready for its
intended use.

However, we believe that it is erroneous to contend that

management of a company would intentionally delay the placement of an
asset in service in order to avoid depreciation, a non-cash charge. An asset
not placed in service cannot yield a return on investment and, therefore,
diminishes company value. This simply is not rational.

The only plausible rationale for the intentional delaying of the placement of
an asset in service is if the intended use of that asset has changed. In this
situation, US GAAP requires an impairment assessment to be performed,
currently under the provision of SFAS 121 Accounting for the Impairment of
Long-Lived Assets and for Long-Lived Assets to Be Disposed Of. As such,
impairment, if any, will be appropriately recognized. But, in no case is the
commencement of depreciation a proxy for this effort.

•

Management Control - Some of the concern about intentional delays (above)
seems to concern the ability of management to control when an asset is
placed in service. While we concede that management does have the ability
to control when as asset is placed in service, we still do not believe that this
ability to control should lead to an arbitrary start of depreciation. We note
that a company has the ability to control when it sells its inventory, but yet the

3

Pfizer Inc Response to AICPA Proposed Statement of Position
Accounting for Certain Costs and Activities Related to
Property, Plant, and Equipment

charge to cost of sales waits for the sale. Further, we note that a company
has the ability to control when it uses its supplies, but yet the charge to the
income statement waits for the usage. And, we note that a company has the
ability to control when it spends for research and development, but yet the
charge to R&D waits for the expenditure. There are many examples, such as
these, that substantiate that “control” is not a criterion for arbitrary expensing.

•

Inherent Delays - We note that in paragraph 58 of SFAS 34, in its Basis for
Conclusions, the Board accepted the fact that some delays are “inherent
(emphasis added) in the asset acquisition process and [that] interruptions in
activities that are imposed by external forces are unavoidable in acquiring the
asset and as such do not call for the cessation of interest capitalization.” We
believe that the AICPA must also recognize the existence of inherent delays
and not arbitrarily call for the commencement of depreciation prior to the
asset being placed in service.

For example, in our own experience, we know that when planning for the
construction of a facility or an asset, our construction plans necessarily build
in a time-gap between the projected end of construction and the projected
time that the asset is to be placed in service. This is done to ensure that any
construction delays (weather issues, contractor problems, etc) do not impact
the intended start date of the asset or the facility.

If there are no delays

during construction, the asset, again, in our experience,

could be

“substantially complete and ready for its intended use” for up to 9 months
before it will be/can be placed in service!

For some assets, being ready for intended use earlier than planned is not a
problem - - the assets can simply be put into service earlier or can replace
the “older” assets earlier. But, for many assets (primarily the larger and more
complex ones), being put into service earlier than planned is a complex

undertaking.

Often, placing the asset into service or replacing an “older”

asset with the new one has to be carefully planned in order to ensure that
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production or other operations are not disrupted.

Under the draft SOP, a

company would be forced (because of accounting) to either (1) take multiple
charges for depreciation during the planned time-gap or (2) execute usage of
the asset earlier than planned (perhaps in a disruptive manner).

Both of

these outcomes are wrong - - wrong for accounting and wrong for business.

If the asset is not impaired under the guidance of SFAS 121, we neither
understand nor support the need for depreciation to begin.

•

Seamless Transition from the Cessation of Capitalizing Interest to the
Commencement of Depreciation - Perhaps the SOP is attempting to ensure
that there is, for the most part, no gap between the cessation of capitalizing
interest and the beginning of depreciation. If so, we are unclear as to the
desirability of this outcome. We believe that accounting should reflect the
underlying economics of events - - and an asset being placed in service does
not always immediately follow the condition of being substantially complete
and ready for its intended use. We believe that a gap between these two
conditions is not only realistic, but we believe that, for representational
faithfulness, the accounting approach should acknowledge this gap.

The economic penalty for this gap, if any, is a holding cost (interest expense)
for a not-yet-performing asset. Absent a depreciation charge, this is exactly
what the income statement would demonstrate.

•

Elimination of “Gray” Areas - We note that tying the commencement of
depreciation to the notion of “substantially complete and ready for its
intended use” is much more subject to interpretation (and misinterpretation)
than is the concept “placed in service.”

In its Special Report on International Accounting Standard Setting, the FASB
stated that a high-quality set of accounting standards would be:
>

Unambiguous and comprehensible
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>

Capable of rigorous interpretation and application

We believe that the “placed in service” condition will achieve this vision while
“substantially complete and ready for its intended use” will not.

“Placed in service” is unambiguous; capable of rigorous interpretation;
understandable; auditable; and enforceable.

“Substantially complete and

ready for its intended use” is, by its nature, subjective and therefore
ambiguous; less capable of rigorous interpretation; less understandable;
more difficult to audit; and less enforceable.

For example, we note that the use of this concept in SFAS 34 requires a
number of examples and clarifications to help users interpret the Board’s
thinking:

“An example is a facility designed to manufacture products by

sequential processes” “Examples are the oil wells drilled in Alaska before
completion of the pipeline.”

A “placed in service” standard requires no

clarification.

As such, we respectfully, but strongly, suggest that the guidance in the draft
SOP be modified as follows:

•

First, we believe that the fundamental intent of depreciation, as expressed in
ARB 43, Chapter 9, Section C, Paragraph 5, be included in this SOP.
Extract from ARB 43 (emphasis added):

“The cost of a productive [asset] is one of the costs of the services it renders
during its useful economic life.

Generally accepted accounting principles

require that this cost be spread over the expected useful life of the [asset] in
such a way as to allocate it as equitably as possible to the periods during
which services are obtained from the use of the [asset]. This procedure is
known as depreciation accounting, a system of accounting which aims to
distribute the cost or other basic value of tangible capital assets ... over the
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estimated useful life of the u n it... in a systematic and rational manner. It is a
process of allocation, not of valuation ”

•

Second, we believe that paragraphs 34-35 should be modified as follows:

“When PP&E is placed in service substantially complete and ready for its
intended use ... depreciation should begin.

PP&E should be considered

substantially complete and- ready for its intended use upon completion of all
major construction and installation activities (as distinguished from activities
such as routine maintenance and cleanup) or when related revenues begin to
be recognized, if sooner: If a portion of a PP&E project is placed in service
prior to other portions of the PP&E project, substantially comp lete and ready
for its intended Use and is capable of being operated independently from
other-portions of the PP&E project that are not yet substantially complete, the
substantially complete the placed in service portion should be accounted for
as a separate project.”
Scope
Issue 1: Paragraph 10 o f the proposed SOP states that the SOP does not provide specific
guidance on lessor or lessee accounting fo r reimbursements o f costs incurred by a lessor that
are directly recoverable from lessees under the terms o f one or more leases, and that the lessor
and lessee should refer to FASB Statement No. 13, Accounting fo r Leases, and related lease
accounting literature for guidance on accounting fo r such reimbursements. In many instances,
depending on the terms o f the lease, those reimbursements may constitute minimum lease
payments or contingent rentals under FASB Statement No. 13. As discussed in paragraph A2 o f
the proposed SOP, AcSEC elected not to address the accounting fo r such transactions in this
SOP because AcSEC did not want to create conflicts with existing lease accounting guidance
and AcSEC did not believe it was appropriate to address the accounting under all o f the various
reimbursement scenarios and arrangement structures within the scope o f this SOP. Are there
significant practice issues or concerns related to the accounting fo r contractually recoverable
expenditures that should be addressed in the proposed SOP? Do you believe that there are other
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areas addressed in the proposed SOP that, with respect to their application to lessors and
lessees o f PP&E, could create conflicts with existing lease accounting standards?
We do not have any significant practice issues or concerns related to the
accounting for contractually recoverable expenditures incurred by lessors. We are not
aware of other areas addressed in the proposed SOP that could create conflicts with
existing lease accounting standards.

Project Stage Framework
Issue 2: The guidance in this proposed SOP is presented in terms o f a project stage or time line
framework and on the basis o f the kinds o f activities performed during the stages defined in the
proposed SOP rather than on whether an expenditure fits into certain classification categories
such as ordinary repairs and maintenance,

"extraordinary” repairs and maintenance,

replacements, betterments, additions, redevelopments, renovations, rehabilitations, retrofits,
rearrangements, refurbishments, and reinstallations. Do you agree with that approach? I f not,
what alternative would you propose and why?

We agree with the use of a project stage framework, as it has been used
successfully in SOP 98-1, Accounting for the Costs of Computer Software Developed or
Obtained for Internal Use.

Issue 3: Paragraph 16 o f the proposed SOP states that the preliminary stage ends and the
preacquisition stage begins when the acquisition o f specific property, plant, and equipment
(PP&E) is considered probable. Paragraph 22 o f the proposed SOP states that, other than the
costs o f options to acquire PP&E, all costs incurred during the preliminary stage should be
charged to expense as incurred. Do you agree with that conclusion? I f not, how would you
propose to modify the guidance and why?

We are in agreement with defining the end of the preliminary stage and the
beginning of the preacquisition stage as the point in time when the acquisition of specific
property, plant, and equipment (PP&E) is considered probable.
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We also concur with the criteria provided to assess that probability: (a)
management, having the relevant authority, has implicitly or explicitly authorized and
committed to funding the acquisition or construction of a specific PP&E asset, (b) the
financial resources are available consistent with such authorization, and (c) the ability
exists to meet the requisite local and other governmental regulations.

Finally, we are in agreement that, other than the costs of options to acquire
PP&E, all costs incurred during the preliminary stage should be charged to expense as
incurred.

Accounting for Costs Incurred
Issue 4: The proposed SOP states that PP&E-related costs incurred during the preacquisition,
acquisition-or-construction, and in-service stages should be charged to expense unless the costs
are directly identifiable with the specific PP&E. Directly identifiable costs include only (a)
incremental direct costs incurred with independent third parties for the specific PP&E, (b)
employee payroll and payroll benefit-related costs related to time spent on specified activities
performed by the entity during those stages, (c) depreciation o f machinery and equipment used
directly in the construction or installation o f PP&E and incremental costs directly associated
with the utilization o f that machinery and equipment during the acquisition-or-construction
stage, and (d) inventory (including spare parts) used directly in the construction or installation
o f PP&E. All general and administrative and overhead costs incurred, including all costs o f
support functions, should be charged to expense. See paragraphs 24, 25, 29, and 30. Do you
agree with those conclusions? I f not, what alternatives would you propose and why?

We generally agree that PP&E-related costs incurred during the preacquisition,
acquisition-or-construction, and in-service stages should be charged to expense unless
the costs are directly identifiable with the specific PP&E. We also generally concur with
the defining criteria provided in (a) through (d) above.

However, as discussed below, we believe that there are costs within the support
functions (whether internal or outsourced) that should be capitalized when directly
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related to specific activities performed by the entity and specifically identifiable. We also
believe that a comprehensive set of examples of capitalizable costs would be useful.

Costs directly related to specified activities performed by the entity versus general and
administrative costs and overhead costs

While we agree that general and administrative and overhead costs
should be expensed and not allocated to PP&E, we believe that there are costs
within the support functions that should be capitalized when directly related to
specific activities performed by the entity and specifically identifiable.

Paragraph 29 states “General and administrative costs and overhead
costs incurred by the entity should be charged to expense as incurred. Those
costs include rent, depreciation, and other occupancy costs associated with the
physical space occupied by employees, and all costs (including payroll and
payroll benefit-related costs) of support functions, which include executive
management, corporate accounting, acquisitions, purchasing, corporate legal,
office management and administration, marketing, human resources, and
information systems.”

We do not agree that all costs (including payroll and

payroll benefit-related costs) of support functions should be expensed.

We agree with Example 8 in the proposed SOP that allows capitalization
of the time spent on a project by the “project superintendent” but not for the
“chief executive officer.” We agree that executive management and most of the
functions considered to be support functions in paragraph 29 should be
expensed. However, there are cases where the specific activities performed by
a member of a support function are directly related to the acquisition of PP&E
and can be specifically identifiable. For example,
•

The time spent by an attorney working on the acquisition of a building is, in
our view, a direct cost of acquisition of that building even if the legal
department as a whole is considered a support function.

Also, a legal

department is an area where time spent on projects is closely tracked and
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any costs that are capitalized would not be based on a general allocation of
costs but, rather, would be specifically identifiable. We agree that only payroll
and payroll-related costs would be eligible for capitalization.
•

Similarly, time spent by an internal engineer (the most likely place where the
project superintendent in example 8 would reside) could be directly related to
the acquisition of PP&E and would be specifically identifiable. Typically, in
such departments, precise time records are kept. We agree that only payroll
and payroll-related costs would be eligible for capitalization.

•

Another example is the information systems function. Members of this group
generally perform a support function. However, they also perform activities
specifically related to the acquisition of PP&E, such as the acquisition and
installation of hardware. They are also directly involved in the development
of internal-use software or in its acquisition and implementation. We note
that the proposed SOP (paragraph 11) states that it does not apply to
internal-use software costs covered by SOP 98-1; however, the Basis for
Conclusions (paragraph A11) notes that AcSEC based its conclusion that
overhead costs should not be capitalized on the guidance in SOP 98-1. We
believe that divergent accounting treatments are provided for similar costs
under SOP 98-1 and this proposed SOP. Specifically, the same “information
systems” employees would have their payroll and payroll-related benefits
capitalized, under SOP 98-1, if working on acquiring or developing internaluse software, but expensed, under the proposed SOP, if working on the
acquisition or implementation of hardware. This would happen even if the
same employees were working on one specific project that involves both
software and hardware. We believe that payroll and payroll-related benefits
should be capitalized in both cases.

We agree that general and administrative costs and overhead costs
should be expensed but do not agree that entire “support functions” should be
excluded from capitalization when the activities performed within those functions
are specifically identifiable and directly related to PP&E.
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Internal and external general and administrative costs and overhead costs

Paragraph 30 states: “General and administrative costs and overhead
costs should be charged to expense as incurred whether incurred internally by
the entity or incurred by another enterprise on behalf of the entity. For example,
an entity that outsources its information systems department to a third party
should charge the costs to expense as incurred, because information systems
represents a support function and the entity could choose to establish its own
internal information systems department” .

While we agree with the concept that external costs should not be
capitalized while similar internal costs are expensed, we believe that our
comments above as to internal “support functions” (paragraph 29) are applicable
to outsourced “support functions”.

That is, that the payroll and payroll-related

benefit costs of outsourced "support functions” that can be directly related to the
acquisition of PP&E and can be specifically identifiable should be capitalized.
We note that an employee of an outside entity performing an outsourced support
function can be working on a general, administrative and overhead function
(such as information systems maintenance and support) or can be working on
the acquisition or implementation of hardware or on the acquisition or
development of internal-use software.

As with internal support functions, we

agree that general and administrative costs and overhead costs should be
expensed; however, we do not agree that entire “support functions” should be
excluded from capitalization when the activities performed within those functions
are specifically identifiable and directly related to PP&E.

Capitalizable costs

We believe that the guidance that only directly identifiable costs be capitalized,
those types of costs being outlined in (a) thru (d) above, be supplemented by a
comprehensive set of examples.

An extensive list of types of costs that can be
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capitalized could result in better consistency in application and could be included in an
illustrative Appendix to the proposed SOP. For example:

It is not clear whether a security guard, hired solely to monitor the
construction site, could be capitalized. A security guard might be considered a
support function. We note that, under the proposed SOP, insurance payments
during the construction period should be capitalized. We believe that a security
guard performs a similar insurance function and the cost should be capitalized.

For the recent construction of a building, we incurred consulting fees to
ensure that the VAT was fully recoverable. We note that tax-planning efforts are
generally considered a support function. However, we believe that this cost is
“directly identifiable,” “incremental” and “incurred with independent third parties
for the specific PP&E.” and should be capitalized.

We believe there is diversity in application as to the capitalization of
spare parts. For example, we believe that some entities:
•

Expense all spare parts when purchased

•

Capitalize all spare parts as PP&E

•

Capitalize all spare parts as Prepaid Expenses or Deferred Charges, until
used as PP&E replacements

•

Use a combination approach, such as capitalizing spare parts as PP&E if
acquired with the primary asset and, for subsequent spare parts acquisitions,
either expensing them or capitalizing them as Prepaid Expenses or Deferred
Charges until used as PP&E replacements.

Our position is that spare parts should be capitalized as PP&E if originally
acquired with the primary asset and capitalized as Prepaid Expenses or Deferred
Charges until used as PP&E replacements. We believe that guidance in this
area should be forthcoming from the AICPA.

Another area where guidance could be provided is as to the depreciation
period for leasehold improvements where an operating lease has a fixed term
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and several renewal periods at the lessee’s option. Under textbook guidance,
the lessee optional renewal periods can be considered in determining the
depreciable life of leasehold improvements where the intent and ability of the
lessee is to exercise the renewal options in an operating lease. We support this
textbook guidance and recommend that it be addressed in the proposed SOP.

We know that no list could possibly cover all of these detailed-type
capitalization questions.

However, we believe that a comprehensive list of

examples that seek to provide guidance in these gray areas would aid
constituents in understanding the AlCPA’s intent and in performing analogies to
other specific issues that arise in practice.

Overall, this should improve

consistency of application.

Issue 5: Paragraph 32 o f the proposed SOP states that for real estate that is not being used in
operations, costs o f property taxes, insurance, and ground rentals should be capitalized, to the
extent o f the portion o f the property that is under development, during the time that activities that
are necessary to get the asset ready fo r its intended use are in progress. Do you agree with that
conclusion? I f not, what alternative would you propose and why?

We agree with the conclusion. However, please also see our earlier comments
about the concept of “ready for its intended use.” As we noted in Issue 2, we suggest
that when ail major construction and installation activities are completed that the asset
be considered in the in-service stage for purposes of ceasing capitalization of interest
and for recognizing carrying costs (including costs of property taxes, insurance, and
ground rentals) as expenses rather than as additional capitalized costs but that
depreciation be started only when the asset can actually be placed in service for the
purpose for which it was intended.

Issue 6: Paragraph 37 o f the proposed SOP states that the costs o f normal, recurring, or
periodic repairs and maintenance activities should be charged to expense as incurred. It also
states that all other costs related to PP&E that are incurred during the in-service stage should
be charged to expense as incurred unless the costs are incurred fo r (a) the acquisition o f
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additional PP&E or components or (b) the replacement o f existing PP&E or components o f
PP&E. Do you agree with those conclusions? I f not, what alternatives would you propose and
why?

\Ne agree that the costs of normal, recurring, or periodic repairs and
maintenance activities should be charged to expense as incurred.

We do not agree that all other costs related to PP&E that are incurred during the
in-service stage should be charged to expense as incurred unless the costs are incurred
for (a) the acquisition of additional PP&E or components or (b) the replacement of
existing PP&E or components of PP&E. We believe that there are costs other than
those noted in (a) and (b) that should be capitalized.

We question the conclusion in Paragraph 28, b, footnote 7, that: “Costs
subsequently incurred by the entity to enhance the production efficiency of the PP&E—
for example, to increase a machine's hourly output—should be charged to expense as
incurred” We believe that costs incurred to increase the productivity of an asset beyond
its original design capacity provide added future benefits over and above the benefit
provided by the original asset. We are not referring to the situations addressed in the
Basis for Conclusions (paragraphs A30 and A31) where additional expenditures only
serve to restore an asset to its original operating condition. We are referring to a new
future benefit resulting from an expenditure and believe that the cost of this new asset
(benefit) should be allocated over the periods that it is expected to provide benefits.

Further, some of the expenditures to enhance production efficiency may be
considered additional components of PP&E that would be capitalized under (a) in
paragraph 37.

However, paragraph 28, footnote 7 seems to be inconsistent with

paragraph 39 in stating that these costs should be charged to expense as incurred.
Expenditures to enhance productivity should be accounted for in the same manner as
those expenditures that result in an extension o f the original life of an asset or that adapt

an asset to a different use. A probable future economic benefit has been created. In
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addition, expenditures to adapt an asset to a different use and resulting in an extended
asset life should also be capitalizable.

Issue 7: Paragraph 39 o f the proposed SOP states that costs o f removal, except fo r certain
limited situation demolition costs, should be charged to expense as incurred. Do you agree with
that conclusion? I f not, what alternative would you propose and why?

We agree with the conclusion.

However, we note that some costs of removal,

as part of an exit plan, under EITF 94-3 would require expensing (accrual) as of the
commitment date rather than as incurred. We recommend that this be added to SOP as
a footnote.

Issue 8: Paragraph 44 o f the proposed SOP states that the total o f costs incurred fo r planned
major maintenance activities does not represent a separate PP&E asset or component. It states
that certain o f those costs should be capitalized if they represent acquisitions or replacements
and that all other costs should be charged to expense as incurred. Paragraph 45 prohibits
alternative accounting treatments including—(a) the accrual o f a liability fo r the estimated costs
o f a planned major maintenance activity prior to their being incurred, and (b) the deferral and
amortization o f the entire cost o f the activity. Do you agree with those conclusions? I f not, what
alternatives would you propose and why?

We concur that the total of costs incurred for planned major maintenance
activities does not represent a separate PP&E asset or component, although certain
costs incurred in such activities should be evaluated to determine if they represent the
acquisition of additional components or the replacement of existing components. We
agree that maintenance costs are period expenses. We also agree with the prohibition
against the accrual of a liability for the estimated costs of a planned major maintenance
activity prior to their being incurred on the basis that these costs do not represent a
liability.

Issue 9: Paragraph 45 o f the proposed SOP further prohibits, as an alternative accounting
treatment, the “built-in overhaul” method fo r costs incurred fo r planned major maintenance
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activities. Under that method, additional depreciation expense is recognized currently to give
effect to the decline in service potential that is subsequently restored once the major
maintenance activity occurs. When the major maintenance activity occurs, its cost is considered
capitalizable. In lieu o f the built-in overhaul method, AcSEC concluded that better cost
allocation would result from the use o f component accounting and limiting the major
maintenance activities that would be capitalizable to costs that represent replacements o f
components o f PP&E. Should the costs o f restoring PP&E’s service potential, in addition to the
cost o f replacements that would be capitalizable under this proposed SOP, be eligible for
capitalization? Do you believe that prohibiting the built-in overhaul method is appropriate, or
should it be allowed as an alternative method? I f you believe that the built-in overhaul method
should continue to be allowed, what industries or entities should be allowed to use it, and why?

\Ne agree that the costs of restoring PP&E’s service potential should not be
eligible for capitalization, except for the acquisition of additional components or the
replacement of existing components.

Use of Inventory in Production of Internal-Use PP&E
Issue 10: Paragraphs 47, 48, and A41 o f the proposed SOP discuss the situation in which an
entity owns an asset that it intended to sell as inventory but subsequently decided to retain for
use in its own internal operations. Those paragraphs state that the entity should evaluate for
impairment amounts included in PP&E that were previously capitalized as inventory but should
not redetermine their carrying amount as PP&E using the guidance in the proposed SOP, unless
the entity has a pattern o f changing the intended use o f assets from inventory to PP&E. Do you
believe that guidance is appropriate, or should an entity be required to redetermine the carrying
amount o f PP&E assets previously capitalized as inventory, and why? Should AcSEC provide
additional guidance on what kinds o f changes in intended use constitute a “pattern, ” and why?

\Ne believe that the guidance is appropriate.

We agree that the occasional

conversion of inventory to an element of PP&E should result in an evaluation for
impairment under SFAS 121 and the provisions of this SOP should be applied
prospectively.

We concur that occasional conversions should not require a
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redetermination of the carrying amount of PP&E assets previously capitalized as
inventory.

PP&E-Type Assets Produced for Sale or Operating Lease
Issue 11: The proposed SOP requires assets that are produced by an entity to be leased to a
lessee under an operating lease to be accounted fo r under the provisions o f this SOP. As
discussed in paragraph A43 o f the proposed SOP, AcSEC recognizes that some entities routinely
construct or manufacture products, some o f which are sold directly and some o f which are
leased to lessees under sales-type leases whereas others are leased to lessees under operating
leases. In some situations, the entity does not know the form the transaction will take until it
occurs, and the customer decides whether its acquisition o f product will be accomplished
through purchase or lease. The proposed SOP requires an entity to accumulate costs differently
fo r similar assets depending on whether the asset is sold outright or leased to a lessee under a
sales-type lease (in either case, inventory cost accumulation rules would apply) or leased to a
lessee under an operating lease (in which case, the cost accumulation provisions o f the proposed
SOP would apply). Do you agree with that conclusion and, if so, do you believe the proposed
SOP should provide additional guidance on such cost accumulation? Or would it be preferable
for a single cost accumulation model to apply during the production process and that there
should be a presumption that the assets should be accounted fo r all as inventory or all as
PP&E? I f so, which presumption should be applied and why?

We agree with the conclusion that PP&E-type assets that are produced for sale
or for lease under sales-type leases should follow inventory cost accumulation rules and
those that are produced for lease under operating leases should follow the cost
accumulation rule in the SOP. This assumes that the entity can estimate the number of
assets that will be subject to each type of transaction and account for some of its assets
under one cost accumulation method and some under another cost accumulation
method.

If this is not feasible because the entity cannot estimate how many assets

should be inventory and how many assets should be PP&E, we suggest that one cost
accumulation method be used, that being the one that is representative of the majority
of the transactions.
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Component Accounting
Issue 12: Paragraphs 49 through 56 o f the proposed SOP discuss component accounting and
state that if a component has an expected useful life that differs from the expected useful life o f
the PP&E asset to which it relates, the component should be accounted fo r separately and
depreciated or amortized over its separate expected useful life. Do you agree with this approach
to accountingfo r PP&E? I f not, what alternative would you propose and why?
We do not agree with the component accounting approach on the basis of
practicality.

While we agree that component accounting is logical and would make

sense in an ideal world, we believe that the increased complexity and level of detail in
accounting for fixed assets is too a high a cost to incur for the benefit of somewhat more
accurate information.

We expect that component accounting would require our

Company to increase staffing not only in the fixed asset accounting groups worldwide
but also in related groups that would be impacted, such as purchasing, engineering and
project management. Component accounting would also require additional investment
in hardware and software to modify, and increase the capacity of, the systems
supporting the impacted groups, not to mention the extra effort and disruption of
implementing the changes.

In addition to the significant efforts in recording PP&E

additions using the component accounting approach, we would expect, at the time of
asset disposals, to encounter greater difficulty in identifying all the related components
that need to be removed from the accounting records. We believe that greater difficulty
in identifying related components to be disposed from the accounting records will result
in many assets remaining on the books after their physical disposal.

We understand

the reasons used by AcSEC in reaching its conclusions that:
•

Component accounting more precisely allocates the cost of PP&E to the periods
benefited by that PP&E but we do not believe that more precision is necessary or
practical (cost justified).

•

A composite life may not be determined with a high degree of precision but we
believe that a composite life can, in fact, be determined with sufficient
reasonableness and the use of componentization would not lead to a cost
effective improvement in accuracy.
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•

A composite life may not reflect the weighted average useful lives of the PP&E
asset’s principal components but we believe that with reasonable forethought
and effort an entity can determine a composite life that reasonably reflects the
weighted average useful lives of the PP&E asset’s principal components.

•

The composite approach may conceal inaccurate estimates of expected useful
life for long periods but we believe that an entity can develop reasonably
accurate

estimates

componentization.

of

expected

useful

lives

without

resorting

to

In addition, we believe that required asset impairment

reviews would promptly bring to light inaccurate useful life estimates.

In a similar manner, we feel that the added precision and control benefits noted
in other reasons presented by AcSEC do not justify the extra efforts and costs required
when reasonable accounting and control can be obtained from using a more practical
composite approach.

We agree that, when component accounting is used, costs assigned to
components being acquired should be based on specific identification (paragraph 50).
However, when the specific identification is not practicable, we find that allocation based
on fair values or, if fair values are not practicable, based on some other reasonable
allocation method, may not be cost/benefit justified.

We believe that, when specific

identification is not practicable, a composite life should be used for the group of
components (one asset).

We believe that, although PP&E is significant to many entities, fixed asset
accounting should be practical and result in reasonable allocations of cost to the periods
benefited but should not require disproportionate efforts to attain a level of precision that
may not be necessary.
Issue 13: Paragraphs 38 and 51 o f the proposed SOP state that when existing PP&E is replaced
or otherwise removed from service and the replacement is capitalized, the net book value o f the
replaced PP&E should be charged to depreciation expense in the period o f replacement. Do you
agree with this approach? I f not, what alternative would you propose and why?
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We note that AcSEC makes reference (in the Basis for Conclusions, paragraph
A49) that it did not address the impact of component accounting on the evaluation of
impairment of PP&E under SFAS 121 as it was considered outside the scope of this
SOP. However, we believe that in addressing the replacement of PP&E in the in-service
stage in this section of the SOP, reference should be made to impairment guidance.
We note that under the impairment rules, the net book value of PP&E to be abandoned
before the end of its previously estimated useful life is not charged to depreciation
expense in the period of replacement but rather the remaining depreciation is to be
accelerated over the shortened expected useful life of the asset. We believe that this
exception should be footnoted in the proposed SOP.
Issue 14: The proposed SOP requires the use o f component accounting to depreciate identified
components over their respective expected useful lives. As noted in paragraph A48 o f the
proposed SOP, entities have developed and utilized various conventions to depreciate assets,
including group depreciation or use o f composite lives. Those conventions are acceptable only if
they result in approximately the same gross PP&E, depreciation expense, accumulated
depreciation, and gains or losses on disposals o f PP&E as the component accounting method
required by this proposed SOP. Do you agree with this approach? I f not, what alternative would
you propose and why?
We agree that other accounting conventions, such as group depreciation or
composite lives, are acceptable if they result in gross PP&E, depreciation expense,
accumulated depreciation, and gains or losses on disposals of PP&E that are not
materially different from those obtained under the component accounting method
required by this proposed SOP. We strongly believe a statement allowing of the use of
alternatives to component accounting described above and in paragraph A48 should be
included in the Conclusions section of the proposed SOP rather than being mentioned
only in Appendix A. Basis for Conclusion.

We believe that the use of alternative methods to component accounting for
fixed assets is practical and can result in reasonable allocations of cost to the periods
benefited.

We believe that entities should use the component method to the extent
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management considers its use practical and beneficial but should not be required to
record every component separately where management considers it to be impractical
and not to be cost beneficial.
Presentation and Disclosures
Issue - No comments were specifically requested by AcSEC.

We believe that existing GAAP disclosure requirements are sufficient. Although,
we already disclose the four categories of PP&E in noted in paragraph 58 (Land,
Buildings, Machinery and Equipment, CIP), we believe that it is not necessary to
specifically require disclosure of these categories. We believe that existing disclosure
requirements under APB 12 and Regulation S-X are sufficient to generate an
appropriate level of disclosure appropriate to the reporting entity.

We note that in paragraph 58, calling for disclosure of categories, the term
“carrying amount” is used.

However, existing disclosure requirements also call for

“Accumulated depreciation, either by major classes of depreciable assets or in total, at
the balance sheet date” (APB 12).

While Appendix D, Sample Financial Statement

Disclosures, Property, Plant, and Equipment Footnote, shows accumulated depreciation
in total, we suggest a clarification be made in paragraph 58 to indicate that an
accumulated depreciation disclosure is required. However, as noted above, we do not
believe that it is necessary for the proposed SOP to address disclosures.

We also find the requirements of paragraph 59 to disclose subcategories “if
costs within a category are significant in relation to that category and have expected
useful lives significantly different from that of the category as a whole” to be excessive.
We question the need for these disclosures and the related overload both to the
preparers and users of financial statements.

Amendments to Other Guidance
Issue 15: Paragraphs 61 and 63 o f the proposed SOP list amendments to SOP 85-3, Accounting
by Agricultural Producers and Agricultural Cooperatives, and the AICPA Audit and Accounting
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Guide Audits o f Agricultural Producers and Agricultural Cooperatives, respectively. Do you
agree with the proposed amendments? Do you believe that there are unique aspects o f
agricultural accounting, such as the accounting fo r breeding and production animals and the
accountingfo r plants and vines, that should not be amended by the proposed SOP, and why?
We have no comment on this Issue.

Transition
Issue 16: Paragraph 71 o f the proposed SOP states that the prescribed component accounting
guidance should be initially adopted fo r existing PP&E using one o f two alternatives, the
election and disclosure o f which should be made when the SOP is adopted. Do you agree with
that approach and, if so, do you agree with the choice o f the two alternatives from which the
election is to be made? I f you do not agree with that approach fo r existing PP&E, what
approach would you propose and why?

As noted in Issue 12, we do not agree with the component accounting approach
on the basis of practicality.

However, if component accounting were required, we

believe that prospective adoption should be the only approach, although we do not
object to the provision of the two alternatives.

The approach that we believe is more practicable is the adoption approach in
paragraph 71, b, that does not apply component accounting retroactively for any PP&E
assets. Under this approach, in future periods, when an entity incurs capitalizable costs
for PP&E that replace all or a portion of PP&E not previously accounted for using
component accounting, the entity estimates the remaining net book value of the asset
replaced and charges that amount to depreciation expense in the current period.

We believe that the approach in paragraph 71, a, that applies component
accounting retroactively to all PP&E assets at the date of adoption would require
inordinate efforts to apply with little benefit to financial accounting and reporting and
could be confusing to readers of financial statements.
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Issue 17: Under paragraph 71(a) o f the proposed SOP, the allocation o f existing net book value
to components at transition should be based on (a) allocation o f original accounting records, if
available, (b) relative fair values o f components at date o f transition, if original accounting
records are not available, or (c) another reasonable method, if relative fair value is not
practicable. Do you agree that that ordering o f allocation methods is appropriate? I f you believe
that a different order would be appropriate, what order would you propose and why?
Should the proposed SOP provide additional examples to illustrate what constitutes “another
reasonable method”?

\Ne agree with the ordering of the allocation methods.

However, as noted

above, we do not support the adoption approach in paragraph 71, a. In addition, when
the specific identification is not practicable, we find that allocation based on fair values
or, if fair values are not practicable, based on some other reasonable allocation method,
may not be cost/benefit justified. We believe it would be helpful for the proposed SOP
to provide additional examples to illustrate what constitutes “another reasonable
method.”

Issue 18: Paragraph 72 o f the proposed SOP states that the SOP should be applied prospectively
for all costs incurred after the adoption o f the SOP. It also states that costs incurred prior to the
adoption o f the proposed SOP should not be re-characterized (as capital or expense items) to
conform to the guidance in the SOP, with the exception o f certain costs o f planned major
maintenance activities. Do you agree with that approach? I f you do not agree with that
approach, what approach would you propose and why?

\Ne agree with this approach.

Issue 19: Under paragraph 71(a) o f the proposed SOP, and as illustrated in Example 3 in
appendix C, an entity applying component accounting retroactively at date o f adoption may
calculate a difference between the pre-adoption balance o f accumulated depreciation and the
balance recalculated based on the estimated useful lives o f components that previously were not
accounted for as separate components. Under that paragraph, the difference is allocated back to
the accumulated depreciation o f each component based on the net book values o f the
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components. Two alternatives considered were recording the difference as a cumulative effect
type adjustment at adoption and recording the difference as additional depreciation expense at
adoption. Do you agree with the proposed approach or either o f the alternatives, and why?

\Ne agree with the proposed approach that has no P&L impact at the time of
adoption. We believe that the change in the lives of the components versus the life of
the original asset should be accounted for prospectively as a change in accounting
estimate.

25

Flint Hills Rural Electric Cooperative Association, Inc.
1564 S. 1000 Rd
P O Box B
Council Grove KS 66846
www.flinthinsrec.com

November 13, 2001

Mr. Marc Simon
Technical Manager, Accounting Standards
File 4210.CC
American Institute of Certified Public Accountants
1211 Avenue of the Americas
New York, NY 10036-8775
Re:

Exposure Draft - Proposed Statement of Position, “Accounting for Certain Costs
and Activities Related to Property, Plant, and Equipment”

Dear Mr. Simon:
Flint Hills RECA appreciates the opportunity to submit written comments regarding the
above-referenced Proposed Statement of Position (PP&E Accounting Proposal) to the
Accounting Standards Executive Committee (AcSEC) of the American Institute of
Certified Public Accountants (AICPA).
Flint Hills RECA is an electric cooperative in the state of Kansas, providing electricity to
approximately 4300 consumers-owners in 10 counties. Since we operate within the
capital-intensive electric utility industry, the PP&E Accounting Proposal would
significantly and negatively impact Flint Hills RECA’s accounting policies and
administrative costs. Over the past three years, additions to our total utility plant have
averaged $1,087,788 annually. During this same period, yearly reported patronage
capital (margins) has averaged $931,780. We conservatively estimate that, if adopted,
this PP&E proposal could decrease these margins by at least $429,548. Resultant electric
rates to our consumers would have to be increased substantially to cover the incremental
costs associated with this proposal and to protect our financial integrity and credit rating.

Flint Hills RECA is required to follow accounting requirements promulgated by the Rural
Utilities Service (RUS). The PP&E Accounting Proposal raises significant ratemaking,
operational, and accounting concerns for. The most significant of these concerns arise
due to accounting inconsistencies between this proposal and the RUS Uniform System of
Accounts and attendant RUS regulations and interpretations (collectively, Electric
Cooperative Accounting Requirements). The PP&E Accounting Proposal and the
attendant detrimental impacts to Flint Hills RECA include the following:
•

Electric Cooperative Accounting Requirements specify capitalization of overheads in
support of construction projects and permit capitalization of an appropriate portion of
administrative and general (A&G) costs.
In addition, Electric Cooperative
Accounting Requirements specify capitalization of preliminary investigation and
survey (PI&S) charges.
The PP&E Accounting Proposal would prohibit
capitalization of overheads, PI&S charges, and A&G costs.
Implementation of these provisions would dramatically increase earnings volatility, as
these overhead, PI&S charges, and A&G costs would be expensed, rather than
capitalized as they are today. The estimated impact to the cooperative’s financial
statements for these items to be approximately $93,386 on an annual basis.
Approximately 50% of this amount relates to overheads, 40% relates to A&G costs,
and 10% relates to PI&S charges. Furthermore, from the standpoint of rate-making
fairness, failure to capitalize these costs would inequitably shift the burden of
collection of these costs from customers using the plant asset over its useful life to
existing customers at the time the plant asset is constructed.

•

Electric Cooperative Accounting Requirements prescribe the use of the group method
of depreciation for plant assets. The PP&E Accounting Proposal would require use of
depreciation accounting by component, defined as “a tangible part or portion of
[plant] that can be separately identified as an asset and depreciated or amortized over
its own separate expected useful life”. The PP&E Accounting Proposal generally
prohibits the use of a group method of depreciation, unless it can be shown by the
entity that the asset balances and operating results under the group method is not
materially different from that obtained under the component method.
Implementation of this provision would require administrative reorganization to
comply with the data collection requirements, as well as expensive new automated
accounting systems -- or at minimum, significant upgrades to existing software. In
addition, determination of material differences between the component and group
accounting methods would require record keeping for both methods, adding
significantly to plant record-keeping costs, as well as audit costs. The estimated costs
to upgrade automated systems and provide additional administrative record-keeping
and data input is approximately $55,000 in one-time costs. If adopted, our staffing
costs are projected to increase by more than 25%, to s u p p o r t the e x tr a a d m in is tr a tiv e
and reporting burdens of this requirement.

•

Electric Cooperative Accounting Requirements, consistent with group depreciation
accounting convention, generally prescribe that gains and losses on normal
dispositions of mass assets be closed to the accumulated depreciation account, under
the theory that over time gains and losses will net out. The PP&E Accounting
Proposal would require that gains and losses be reflected in the results of operations
in the current accounting period. Implementation of this provision would result in
increased earnings volatility, as gains and losses on plant disposition are reflected in
the current results of operations. Annual gains / (losses) closed to the accumulated
depreciation account over the past three years have averaged $141,315. Electricity
rates would likely require significant upward adjustment to provide for this increased
uncertainty of earnings.

•

Electric Cooperative Accounting Requirements generally recognize the cost of
removal of a plant asset over the useful life of that asset, as a component of the
depreciation rate. The PP&E Accounting Proposal would require that cost of removal
be reflected in the results of operations in the accounting period in which such cost
was incurred. Removal costs we’ve incurred over the past three years have averaged
$102,054 annually. Implementation of this provision would result in increased
earnings volatility, as cost of removal would be reflected in a single accounting
period. Furthermore, from the standpoint of ratemaking fairness, failure to recognize
cost of removal over the asset’s life would inequitably shift the burden of collection
of these costs from customers using the plant asset to customers during the retirement
of the plant asset.

Each of the above accounting inconsistencies pose operational problems and create
significant administrative burdens for Flint Hills RECA that will dramatically raise the
cost of electricity to our rural member owners. The detrimental impacts of each item
should be carefully considered and weighed against any identifiable benefits before the
AICPA AcSEC implements the attendant provision of the PP&E Accounting Proposal for
electric utilities. Further, we recommend that any and all decisions and changes
impacting PP&E be closely coordinated in advance with RUS and all other federal and
state governmental authorities regulating electric cooperatives and the electric industry.
Flint Hills RECA appreciates the opportunity to provide comments on the PP&E
Accounting Proposal and respectfully urges the AICPA AcSEC to consider its views. If
questions arise concerning these comments, please feel free to contact Chuck Goeckel at
(620)767-5144.

Sincerely Yours,

Robert Reece
General Manager

CMS Electric Cooperative, Inc.
P.O. Box 790
Meade, KS 67864
Telephone: (620)-873-2184

November 13, 2001

Mr. Marc Simon
Technical Manager, Accounting Standards
File 4210.CC
American Institute of Certified Public Accountants
1211 Avenue of the Americas
New York, NY 10036-8775
Re:

Exposure Draft - Proposed Statement of Position, “Accounting for Certain Costs
and Activities Related to Property, Plant, and Equipment”

Dear Mr. Simon:
CMS Electric Cooperative, Inc. appreciates the opportunity to submit written comments
regarding the above-referenced Proposed Statement of Position (PP&E Accounting
Proposal) to the Accounting Standards Executive Committee (AcSEC) of the American
Institute of Certified Public Accountants (AICPA).
CMS Electric Cooperative, Inc. is an electric cooperative in the state of Kansas,
providing electricity to approximately 2100 consumers-owners in 10 counties. Since we
operate within the capital-intensive electric utility industry, the PP&E Accounting
Proposal would significantly and negatively impact CMS Electric Cooperative, Inc.
accounting policies and administrative costs. Over the past three years, additions to our
total utility plant have averaged $1,897,391 annually. During this same period, yearly
reported patronage capital (margins) has averaged $337,026. We conservatively estimate
that, if adopted, this PP&E proposal could decrease these margins by at least 169%.
Resultant electric rates to our consumers would have to be increased substantially to
cover the incremental costs associated with this proposal and to protect our financial
integrity and credit rating.
CMS Electric Cooperative, Inc. is required to follow accounting requirements
promulgated by the Rural Utilities Service (RUS). The PP&E Accounting Proposal raises
significant ratemaking, operational, and accounting concerns for CMS Electric
Cooperative, Inc.. The most significant of these concerns arise due to accounting
inconsistencies between this proposal and the RUS Uniform System of Accounts and
attendant RUS regulations and interpretations (collectively, Electric Cooperative
Accounting Requirements). The PP&E Accounting Proposal and the attendant
detrimental impacts to CMS Electric Cooperative, Inc. include the following:

•

Electric Cooperative Accounting Requirements specify capitalization of overheads in
support of construction projects and permit capitalization of an appropriate portion of
administrative and general (A&G) costs.
In addition, Electric Cooperative
Accounting Requirements specify capitalization of preliminary investigation and
survey (PI&S) charges.
The PP&E Accounting Proposal would prohibit
capitalization of overheads, PI&S charges, and A&G costs.
Implementation of these provisions would dramatically increase earnings volatility, as
these overhead, PI&S charges, and A&G costs would be expensed, rather than
capitalized as they are today. We estimate that the annual financial impact of these
items would decrease our margins by at least $85,510 annually or more, depending
upon the extent of the capital restrictions ultimately imposed. Furthermore, from the
standpoint of rate-making fairness, failure to capitalize these costs would inequitably
shift the burden of collection of these costs from customers using the plant asset over
its useful life to existing customers at the time the plant asset is constructed.

•

Electric Cooperative Accounting Requirements prescribe the use of the group method
of depreciation for plant assets. The PP&E Accounting Proposal would require use of
depreciation accounting by component, defined as “a tangible part or portion of
[plant] that can be separately identified as an asset and depreciated or amortized over
its own separate expected useful life”. The PP&E Accounting Proposal generally
prohibits the use of a group method of depreciation, unless it can be shown by the
entity that the asset balances and operating results under the group method is not
materially different from that obtained under the component method.
Implementation of this provision would require administrative reorganization to
comply with the data collection requirements, as well as expensive new automated
accounting systems —or at a minimum, significant upgrades to existing software. In
addition, determination of material differences between the component and group
accounting methods would require record keeping for both methods, adding
significantly to plant record-keeping costs, as well as audit costs. The estimated costs
to upgrade automated systems and provide additional administrative record-keeping
and data input is projected to add at least $50,000 in one-time costs and will
conservatively exceed $596,954 on an annual basis thereafter. If adopted, our
staffing costs are projected to increase by at least $121,921 annually, or more than
25%, to support the extra administrative and reporting burdens of this requirement.

•

Electric Cooperative Accounting Requirements, consistent with group depreciation
accounting convention, generally prescribe that gains and losses on normal
dispositions of mass assets be closed to the accumulated depreciation account, under
the theory that over time gains and losses will net out. The PP&E Accounting
Proposal would require that gains and losses be reflected in the results of operations
in the current accounting period. Implementation of this provision would result in
increased earnings volatility, as gains and losses on plant disposition are reflected in
the current results of operations. Annual gains / (losses) closed to the accumulated
depreciation account over the past three years have averaged $214,955. Electricity

rates would likely require significant upward adjustment to provide for this increased
uncertainty of earnings.
•

Electric Cooperative Accounting Requirements generally recognize the cost of
removal of a plant asset over the useful life of that asset, as a component of the
depreciation rate. The PP&E Accounting Proposal would require that cost of removal
be reflected in the results of operations in the accounting period in which such cost
was incurred. Removal costs we’ve incurred over the past three years have averaged
$147,568 annually. Implementation of this provision would result in increased
earnings volatility, as cost of removal would be reflected in a single accounting
period. Furthermore, from the standpoint of ratemaking fairness, failure to recognize
cost of removal over the asset’s life would inequitably shift the burden of collection
of these costs from customers using the plant asset to customers during the retirement
of the plant asset.

Each of the above accounting inconsistencies pose operational problems and create
significant administrative burdens for CMS Electric Cooperative, Inc. that will
dramatically raise the cost of electricity to our rural member owners. The detrimental
impacts of each item should be carefully considered and weighed against any identifiable
benefits before the AICPA AcSEC implements the attendant provision of the PP&E
Accounting Proposal for electric utilities. Further, we recommend that any and all
decisions and changes impacting PP&E be closely coordinated in advance with RUS and
all other federal and state governmental authorities regulating electric cooperatives and
the electric industry.
CMS Electric Cooperative, Inc. appreciates the opportunity to provide comments on the
PP&E Accounting Proposal and respectfully urges the AICPA AcSEC to consider its
views. If questions arise concerning these comments, please feel free to contact Kirk A.
Thompson (620)-873-2184.

Sincerely Yours,

Kirk A Thompson
CMS General Manager

November 13, 2001

Mr. Marc Simon
Technical Manager - Accounting Standards
File4210.CC
AICPA
1211 Avenue of the Americas
New York, NY 10036-8775
RE: Proposed Statement of Position: “Accounting for Certain Costs and Activities
Related to Property, Plant and Equipment”
Dear Mr. Simon:
We appreciate the opportunity to comment on your Proposed Statement of Position
exposure draft - Accounting for Certain Costs and Activities Related to Property, Plant and
Equipment. Air Products and Chemicals, Inc. is a $5+ billion Industrial Gas and Chemical
Corporation headquartered in Allentown, PA. The company invests approximately
$800 million a year in additions to property, plant and equipment. Air Products maintains a
large engineering and project management workforce directly related to these investments
which it primarily uses in lieu of employing architectural and engineering firms.
As proposed, the SOP allows companies to capitalize costs that are “directly identifiable”
to the project, including incremental direct costs paid to third parties. We agree with this
concept but believe the definition of costs is too narrow, especially for internally incurred
costs. The SOP would not allow the capitalization of direct functional overhead costs
incurred by the workforce who devote time to a project, but would allow capitalization of
similar/identical costs if incurred by a third party. Such costs would be those needed to
maintain a workforce e.g. rent, communications, and computer charges. This will cause
inconsistencies in the reporting of property, plant and equipment. Identical projects among
companies would differ in reported PP&E if one did the work internally and the other
purchased all services from a third party. Also, within a company, similar projects would
have different carrying costs dependent upon the level of internal and external efforts.
In addition to the purchase price and direct costs, there are other less obvious capital costs
that prepare the asset for its intended use. These include a portion of indirect and general
and administrative expenses. Expenses of these support or functional departments
(executive management, controllership, purchasing, legal, human resources and
information technology) should be properly included in a “fully costed” charge out rate to
PP&E if they are directly and exclusively related to the capital project being undertaken.

Mr. Marc Simon
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These support/functional charges provide a systematic and rational allocation of costs
which should be capitalized since they will benefit current and future periods. Expensing
of these charges will cause improper matching and allocation of costs that may distort
internal management reporting, financial statements and cause confusion among the
intended users (e.g., shareholders, lenders.)
The requirements for legal entity and tax accounting are highly dependent on the
systematic and rational allocation of a full cost standard between entities. A full cost
standard charge system is a generally acceptable means of cross charging between entities.
Taxing authorities require full cost charge out rates to be capitalized. Switching to a direct
approach will cause permanent book and tax differences.
While the company only has a modest level of government funded projects, the proposed
SOP would be inconsistent with normal cost allocation. The systematic and rational
allocation of costs on a volumetric basis such as direct labor hours is a well-established
consistent and auditable process.
Finally, we believe the expensing of non-direct costs will cause an improper matching of
revenue and expenses over future years. Since these costs benefit future years, the
depreciation generated from PP&E is matched against the revenue stream the asset
generates. Immediate expensing of the non-direct charges will “front-end” or overstate the
future income when revenue is recognized.
We again thank you for the opportunity to express our views on this accounting issue.
Very truly yours,

Leo J. Daley
Vice President-Finance, CFO and
Controller
Air Products and Chemicals, Inc.

Electric Power Supply Association
Advocating the p o w e r o f com petition
1401 New York Avenue, NW
11th Floor
Washington, DC 20005
202/628.8200
202/628.8260 fax
www.epsa.org

November 13, 2001
Mr. Marc Simon
Technical Manager, Accounting Standards
File 4210.cc
AICPA
1211 Avenue of the Americas
New York, NY 10036-8775
Re: Exposure Draft - Proposed Statement of Position: Accounting for
Certain Costs and Activities Related to Property, Plant, and Equipment
Dear Mr. Simon:
This letter is in response to the request for comments by the Accounting Standards
Executive Committee of the AICPA. The Electric Power Supply Association
(“EPSA”) is the national trade association representing competitive power
suppliers active in the U.S. and global markets. We have included some brief
information about EPSA in the appendix to this letter. Our comments will address
issues 2, 4, 6 - 8, and 1 2 -1 4 . In addition, we have provided comments relating
to paragraph 57, which discussed liquidating damages. EPSA member companies
generally support the guidance in the Exposure Draft of the Proposed Statement of
Position on Accounting for Certain Costs and Activities Related to Property, Plant,
and Equipment (“SOP”), but believe that certain aspects do not accurately
consider or reflect the characteristics of property, plant and equipment in the
independent power industry. Clarification and revision of these facts and criteria,
we believe, will lead to more appropriate accounting for the property plant and
equipment particularly as it relates to this industry.
Project stage framework (Issue 2)
EPSA members believe the use of project stages is not in itself an issue, but the
treatment of various types of costs should be consistent in all stages. In order to
properly account for the costs of building a power plant, all direct and incremental
costs should be capitalized. The stages should not dictate the treatment of the
costs; if a cost is direct and incremental to the asset, it should be capitalized as a
part of that asset.

Capitalization of administrative overhead (Issue 4)

,

The SOP broadly excludes all general and administrative overhead costs as
allowable capitalized costs. In many of the paragraphs pertaining to this issue, the
SOP is careful to specify that these costs are to be expensed whether they are
incurred internally by the entity or by an independent party. However paragraphs
26 and 31 acknowledge that as part of transactions with third parties, an element
of incremental direct costs (which are capitalizable per paragraph 23) is the third
party’s administrative overhead. The paragraph goes on to state that third party’s
administrative cost “element is considered to be an incremental direct cost... and
accordingly should be capitalized.” As such this is creating an exception to the
general rule set forth in the SOP that general and administrative (“G&A”) costs be
expensed. A double standard is therefore created, allowing capitalizable third
party costs to include administrative overhead, while costs incurred internally
cannot include a similar component. This will only serve to discourage the use of
in-house services, particularly relating to finance and legal services, despite the
fact that they have otherwise been found by the company to be a more cost
efficient option than employing a third party to provide these services.
We realize that the proposed SOP attempts to remedy current diversity in practice
in interpreting the guidance set forth in paragraph 7 of FASB Statement No. 67,
Accounting For Costs and Initial Rental Operations of Real Estate Projects, which
may have resulted in confusion as to acceptable allocations of overhead. We
believe that using the models set forth in FASB Statement No. 91, Accounting for
Nonrefundable Fees and Costs Associated with Originating or Acquiring Loans
and Initial Direct Costs of Leases and SOP 98-1, Accounting for the Costs of
Computer Software Developed or Obtained for Internal Use, is conceptually
correct. However, this SOP would represent a significant change in practice in the
independent power industry, where a portion of the direct and incremental G&A
and overhead costs incurred, including costs of support functions, are allocated to
internally and externally constructed property, plant, and equipment. For example,
corporate legal costs (payroll and payroll benefit-related costs) that are directly
identifiable with a specific power plant (i.e. costs incurred to review a contract with
a construction contractor, land purchase agreements, etc.) should be included in
the capitalized costs of that plant.
The regulated power industry has additional unique factors which further challenge
the notion of expensing G&A expenses, beyond the notion of inequity relating to
the allowance of third party charges to include a capitalizable G&A element. The
FERC and state regulatory agencies have long allowed regulated utilities to
capitalize these G&A costs as long as they relate to the asset and each job or unit
bears its equitable proportion of such costs. Many of our EPSA member
companies still have regulated subsidiaries, and, as these costs will continue to be
capitalized for FERC and ratemaking purposes, this SOP would require the
company to essentially keep two sets of books and record regulatory assets

relating to these costs.
burden on the company.

This, of course, creates an additional record-keeping

Additionally, the SOP appears to be more restrictive than ARB 43, which states the
following:
“ ...Also, general and administrative expenses should be included as period
charges, except for the portion of such expenses that may be clearly related to
production and thus constitute a part of inventory costs (product charges). ...It
should also be recognized that the exclusion of all overheads from inventory
costs does not constitute an accepted accounting procedure. The exercise of
judgment in an individual situation involves a consideration of the adequacy of
the procedures of the cost accounting system in use, the soundness of the
principles thereof, and their consistent application. ..”
Although this portion of ARB 43 discusses inventory, it would appear that similar
concepts should apply to internal G&A for constructed assets.
Another item that concerns our EPSA member companies is the point during
construction when capitalization should cease. We disagree that capitalization of
construction costs should cease upon the production of the first unit that is either
salable or useable internally. Paragraph 28.b. of the SOP indicates that costs
directly related to preproduction test runs, necessary to get PP&E ready for its
intended use, should be capitalized. Those costs are then limited, by footnote
seven of the SOP, to only include costs incurred prior to the production of the first
unit that is salable or useable for internal purposes. This limitation is not
appropriate for the independent power industry. The limit fails to consider the
quality or reliability of production of the newly constructed plant. In many cases, a
construction contractor is not relieved of responsibility under the construction
contract until certain performance levels are achieved and the plant is
synchronized with the transmission grid. This can sometimes take a few months.
These costs should continue to be capitalized as part of the cost of the plant, and
any incidental revenue generated from sales of test power should be credited
against the costs capitalized.
Repairs and maintenance activities (Issue 6)
EPSA member companies generally agree with the concept of expensing repairs
and maintenance costs as incurred. However, consideration should be given to
costs that benefit future periods. Please refer to our comments under Issue 8
below.
Removal and Demolition Costs (Issue 7)
The SOP in paragraph 39 requires that removal costs and most demolition costs
be expensed as incurred, with the exception that demolition costs incurred as part

of an acquisition or lease, where the demolition is contemplated and occurs in a
reasonable period of time after acquired or leased. EPSA member companies
believe this would again appear to encourage third party transactions over the use
of in-house assets. For example, if a company were to build a new power plant
and have identified a suitable piece of property that it already owned, which may
require demolition costs to prepare the land for use, these demolition costs would
need to be expensed under the SOP. Whereas, if the company acquired a new
property, any demolition costs to prepare the land could be capitalized as part of
the land acquisition. To avoid adversely affecting current year expense, the third
party acquisition would be encouraged, even though use of the existing property
might otherwise be the more cost effective solution.
We have considered the basis for conclusion in paragraph A.32. of the SOP which
states:
AcSEC’s conclusion on removal costs is based on the observation that
removal costs are the last costs in the life cycle of an asset and should
remain associated with the removed asset rather than being capitalized into
the cost of the replacement asset.
However, we believe that, economically, removal costs should be considered part
of the installation process and should be accounted for in accordance with the
guidance set forth in paragraphs 28 and 37 of the proposed SOP, as the
installation process for a new asset cannot begin until the asset being replaced is
removed. Additionally, if demolition is required under environmental or other laws
or agreement terms, this obligation related to the existing property would be
accrued for under Statement of Financial Accounting Standards No. 143,
Accounting for Asset Retirement Obligations.
Presumably, the SOP allows demolition costs associated with the acquisition of
property to be capitalized because the decision to acquire the property included
consideration of the demolition costs, giving the appearance (as no proof of this is
required) that the ultimate value of the property is at least the acquisition cost plus
the demolition costs. This could easily be applied to demolition costs associated
with an existing property. If a company decides that a property already owned is
the right property for a new asset, the demolition costs of the existing structures
would in effect be improving the property. The combined investment of the
property’s carrying cost plus the demolition cost is a good one economically and
makes good business sense. Clearly the economics of the transaction should
dictate which is the right decision, not the accounting. In the case of the acquired
property, the assumption is clearly made that the demolition is adding value and
hence capitalization is appropriate. This same benefit of the doubt should also be
applied to demolition work performed on property already owned by an entity.
Finally, the treatment advocated by the SOP is inconsistent with FERC
requirements. FERC requires that, “...those costs incurred in connection with the

first clearing and grading of land and rights-of-way and the damage costs
associated with construction and installation of plant” be capitalized in the costs of
the structures and improvements. Similar to our point in Issue 4 above, any
company subject to regulation would need to keep multiple sets of property
records to account for the capitalization of removal or demolition costs in
accordance with FERC rules. It is likely that additional regulatory assets would also
need to be recorded depending on regulatory treatment.
Planned Major Maintenance (Issue 8)
The SOP addresses the capitalization of maintenance expense and removal costs.
Some EPSA member companies have accrued for major maintenance associated
with their generating facilities or have deferred a portion of revenue earned where
a contract rates include amounts to cover major maintenance costs in the future.
Major maintenance is the periodic maintenance required to be performed on
certain components of generation assets, such as turbines and generators. This
major maintenance is required every 4 to 6 years depending upon the
manufacturer’s maintenance schedule and is very costly.
EPSA member
companies believe these practices most accurately allocate the significant costs
associated with major maintenance over the period benefited. For most power
plants with specific financing, the debt agreements require a cash reserve account
to cover future major maintenance expenditures and to not accrue the expense
seems inconsistent. The major maintenance expenditure for power plants can be
readily predicted by reference to turbine manufacturer maintenance schedules.
Again, given the fact that these costs are passed on to customers through the
contract rates, whether specifically identified or not, it would seem more
appropriate to match the cost of the major maintenance over the period the
revenues are earned. Under FERC regulations, these costs are accrued for, and
again this would likely cause a company with regulated operations to keep two
sets of books.
Component accounting (Issue 12)
Overall, EPSA member companies agree with the concepts of the component
accounting method. The theory provides accurate values of gross PP&E,
depreciation expense, accumulated depreciation, and gains or losses on disposals
of PP&E. However, many EPSA member companies treat the entire power plant
as one unit for depreciation purposes and use an average life for the plant. We
believe in industries where significant investments are made in PP&E, such as the
power industry, the increase in value to financial reporting of component
accounting and component depreciation is not commensurate with the increased
costs. In the power industry, where the magnitude of components as defined by
the proposed SOP is astronomical, the value added by applying this statement
would be far exceeded by the additional costs incurred to conform. Existing
methods of accounting for PP&E are sufficient to produce values for property
related accounts that are substantially the same as component accounting. If

componentization is required, the SOP should allow each entity to determine the
level of components that is most appropriate.
Liquidated damages
Paragraph 57 of the SOP indicates that contractually specified liquidated
damages, recoverable from the seller, should be recorded as a reduction of the
PP&E cost. Our EPSA member companies believe there are two reasons why this
would not seem appropriate in all cases. First, many of the liquidated damages
clauses are drafted to cover costs associated with fuel purchase and power sales
contracts, which could require the company to pay for fuel or power not delivered
or alternatively purchase fuel or power on the open market to fulfill sales
commitments. In either case, it would seem more appropriate to offset the fuel or
power costs with the liquidated damages, rather than reduce the PP&E costs,
otherwise there would not seem to be an appropriate matching of the revenues
and expenses on the income statement. The expense would be incurred in the
current period, while the related income would be recognized as a reduction in
depreciation over several periods.
The second reason also relates to the purpose and function of many of the
liquidated damage clauses. Many of these types of clauses are included as a form
of business interruption insurance and are negotiated based upon the expected
lost profits the construction delays will result in. This again relates to the matching
principal, and the purpose of the clause is to ensure that the income statement is
not adversely affected by any delays on the part of the contractor or seller of the
PP&E. Recording the damages as a reduction in the PP&E would not satisfy this
purpose. The current periods income would still be adversely affected, with the
benefit to be recovered over future periods.
For liquidity damage clauses relative to plant performance not being as specified in
the contact, EPSA member companies believe that it would be appropriate to take
these payments as a reduction of the plant’s carrying value. In the two cases
described above, it is assumed in each case that the asset would be ultimately
received and or completed in a fully functional form, with no resulting impairment.
As such, the accounting described in paragraph 57 of the SOP does not seem
appropriate.
Additionally, we propose that any bonuses paid to the contractor for early
completion or enhanced performance receive symmetrical accounting treatment.
As such, any bonuses would be treated as either an increase in the plant’s cost or
expensed in the income statement.
Conclusion
\Ne appreciate the opportunity to provide our comments to the AICPA on this SOP.
EPSA member companies generally support the conclusions and guidance set

forth in the SOP, but encourage the AICPA to consider the points raised above,
many of which are unique to the power industry. Addressing the issues we have
raised, particularly as they relate to biases against work performed in-house and
inconsistencies with other accounting guidance, would serve to create greater
consistency amongst the accounting treatment and reporting, one of the stated
goals of the project.
Should you wish to discuss our comments, please cal, Gene Peters, EPSA Vice
President of Legislative Affairs at (202) 628-8200.
Respectfully,

Shirley A. Myers
Vice President, Corporate Accounting and Taxes
TECO Energy, Inc.
EPSA, Accounting Group Chair

Eugene F. Peters
Vice President of Legislative Affairs
EPSA
Enclosure
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To: agadkins@uss.com,
bdrake@kpmg.com,
cdaugherty@ dttus.com ,
james_ross@csx.com,
jbrant@ deloitte.com ,
leonard.gatti@ us.pwcglobal.com ,
lmayshak@ dttus.com,
msimon@aicpa.org,
richard.h.moseley@aexp.com,
rrendino@pgrt.com
cc: Sharon Macey/NY/AICPA@AICPA
Subject: PP&E Comment Letter #115
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To: msimon@aicpa.org
cc: jduncan@ sumter-electric.com
Subject: Comments on PP&E Accounting
Proposal

November 13, 2001
Mr. Marc Simon, Technical Manager
Accounting Standards, File 4210.CC
American Institute of Certified Public Accountants
1211 Avenue of the Americas
New York, NY 10036-8775
Re: Exposure Draft-Proposed Statement of Position, "Accounting for
Certain
Cost and Activities Related to Property, Plant & Equipment"
Dear Mr. Simon:
Sumter Electric Cooperative, Inc. is a rural electric distribution
cooperative serving portions of seven counties in Centra, Florida. The
majority of our debt financing is provided by the Rural Utilities Service
(RUS) and we are required to comply with prescribed RUS regulations
and interpretations, and maintain our records in accordance with the RUS
Uniform System of Accounts. It appears that the PP&E Accounting
Proposal conflicts with those regulations and requirements in that it would
prohibit capitalization of overheads and preliminary survey and
investigation charges, generally prohibit the use of a group or composite
method of depreciation, and require that gains, losses, and cost of
removal be reflected in the results of operations in the current accounting
period. Implementation of these provisions would require migration to a
more expensive automated accounting system and increase our current
period estimated costs by more than $1,000,000 each year, which would
have a direct negative impact on our rate payers.

In summary, we believe that the PP&E Accounting Proposal would
negatively impact our operations and result in excessive costs, and
should not overturn long-standing electric utility industry accounting
practice.

Sincerely,
John Chapman
Director of Accounting & Finance
jchapman@sumter-electric.com
352-793-3801-1005
Sumter Electric Cooperative, Inc.
PO Box 301
Sumterville, FL 33585

The D. S. & 0 . Rural Electric
Cooperative Association, Inc.
HEADQUARTERS: SOLOMON, KS 67480
129 W. Main P.O.Box 286

DISTRICT OFFICE: LINDSBORG, KS 67456
1292 Highway4
P. 0. Box 469

November 13, 2001

Mr. Marc Simon
Technical Manager, Accounting Standards
File 4210.CC
American Institute of Certified Public Accountants
1211 Avenue of the Americas
New York, NY 10036-8775
Re:

Exposure Draft - Proposed Statement of Position, “Accounting for Certain Costs
and Activities Related to Property, Plant, and Equipment”

Dear Mr. Simon:
DS&O Rural Electric Cooperative Association, Inc. (DS&O) appreciates the opportunity
to submit written comments regarding the above-referenced Proposed Statement of
Position (PP&E Accounting Proposal) to the Accounting Standards Executive Committee
(AcSEC) of the American Institute of Certified Public Accountants (AICPA).
DS&O is an electric cooperative in the state of Kansas, providing electricity to
approximately 7,100 consumers-owners in ten counties. Since we operate within the
capital-intensive electric utility industry, the PP&E Accounting Proposal would
significantly and negatively impact DS&O’s accounting policies and administrative costs.
Over the past three years, additions to our total utility plant have averaged $1,467,000
annually. During this same period, yearly reported patronage capital (margins) has
averaged $731,100. We conservatively estimate that, if adopted, this PP&E proposal
could decrease these margins by at least 71 percent. Resultant electric rates to our
consumers would have to be increased substantially to cover the incremental costs
associated with this proposal and to protect our financial integrity and credit rating.
DS&O is required to follow accounting requirements promulgated by the Rural Utilities
Service (RUS). The PP&E Accounting Proposal raises significant ratemaking,
operational, and accounting concerns for DS&O. The most significant of these concerns
arise due to accounting inconsistencies between this proposal and the RUS Uniform
System of Accounts and attendant RUS regulations and interpretations (collectively,
Electric Cooperative Accounting Requirements). The PP&E Accounting Proposal and the
attendant detrimental impacts to DS&O include the following:

•

Electric Cooperative Accounting Requirements specify capitalization of overheads in
support of construction projects and permit capitalization of an appropriate portion of
administrative and general (A&G) costs. In addition, Electric Cooperative
Accounting Requirements specify capitalization of preliminary investigation and
survey (PI&S) charges. The PP&E Accounting Proposal would prohibit
capitalization of overheads, PI&S charges, and A&G costs.
Implementation of these provisions would dramatically increase earnings volatility, as
these overhead, PI&S charges, and A&G costs would be expensed, rather than
capitalized as they are today. We estimate that the annual financial impact of these
items would decrease our margins by at least $98,700 annually or more, depending
upon the extent of the capital restrictions ultimately imposed. Furthermore, from the
standpoint of rate-making fairness, failure to capitalize these costs would inequitably
shift the burden of collection of these costs from customers using the plant asset over
its useful life to existing customers at the time the plant asset is constructed.

•

Electric Cooperative Accounting Requirements prescribe the use of the group method
of depreciation for plant assets. The PP&E Accounting Proposal would require use of
depreciation accounting by component, defined as “a tangible part or portion of
[plant] that can be separately identified as an asset and depreciated or amortized over
its own separate expected useful life”. The PP&E Accounting Proposal generally
prohibits the use of a group method of depreciation, unless it can be shown by the
entity that the asset balances and operating results under the group method is not
materially different from that obtained under the component method.
Implementation of this provision would require administrative reorganization to
comply with the data collection requirements, as well as expensive new automated
accounting systems —or at a minimum, significant upgrades to existing software. In
addition, determination of material differences between the component and group
accounting methods would require record keeping for both methods, adding
significantly to plant record-keeping costs, as well as audit costs. The estimated costs
to upgrade automated systems and provide additional administrative record-keeping
and data input is projected to add at least $50,000 in one-time costs and will
conservatively exceed $519,200 on an annual basis thereafter. If adopted, our
staffing costs are projected to increase by at least $100,100 annually, to support the
extra administrative and reporting burdens of this requirement.

•

Electric Cooperative Accounting Requirements, consistent with group depreciation
accounting convention, generally prescribe that gains and losses on normal
dispositions of mass assets be closed to the accumulated depreciation account, under
the theory that over time gains and losses will net out. The PP&E Accounting
Proposal would require that gains and losses be reflected in the results of operations
in the current accounting period. Implementation of this provision would result in
increased earnings volatility, as gains and losses on plant disposition are reflected in
the current results of operations. Annual gains / (losses) closed to the accumulated
depreciation account over the past three years have averaged $126,000. Electricity
rates would likely require significant upward adjustment to provide for this increased
uncertainty of earnings.

•

Electric Cooperative Accounting Requirements generally recognize the cost of
removal of a plant asset over the useful life of that asset, as a component of the
depreciation rate. The PP&E Accounting Proposal would require that cost of removal
be reflected in the results of operations in the accounting period in which such cost
was incurred. Removal costs we’ve incurred over the past three years have averaged
$194,100 annually. Implementation of this provision would result in increased
earnings volatility, as cost of removal would be reflected in a single accounting
period. Furthermore, from the standpoint of ratemaking fairness, failure to recognize
cost of removal over the asset’s life would inequitably shift the burden of collection
of these costs from customers using the plant asset to customers during the retirement
of the plant asset.

Each of the above accounting inconsistencies create operational problems and significant
additional cost for DS&O. The overall impact of the changes proposed in the PP&E
Accounting Proposal are estimated to be $0.45 /Kwh sold or 4.9 percent of the total cost
of electricity paid by our rural member owners.
The detrimental impacts of each item should be carefully considered and weighed against
any identifiable benefits before the AICPA AcSEC implements the attendant provision of
the PP&E Accounting Proposal for electric utilities. Further, we recommend that any and
all decisions and changes impacting PP&E be closely coordinated in advance with RUS
and all other federal and state governmental authorities regulating electric cooperatives
and the electric industry.
DS&O appreciates the opportunity to provide comments on the PP&E Accounting
Proposal and respectfully urges the AICPA AcSEC to consider its views. If questions
arise concerning these comments, please feel free to contact: Don Hellwig, General
Manager at (785) 655-2011.

Sincerely Yours,

Donald E. Hellwig
General Manager
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Philips International B.V.
To: Marc Simon
Technical Manager
AICPA
New York, NY.
From:
Peter Sampers
Corporate Control
Groenewoudseweg 1
5600 MD EINDHOVEN
The Netherlands

Manager Policies &
Directives
Corporate Control
VO-2-044

Tel.: 040 2789602
Fax: 040 2789995
Peter.sampers@philips.com
Date: 2001-11-12

Subject: Comments on Proposed Statement o f Position, Accounting for Certain Costs and
Activities Related to Property, Plant and Equipment

Dear Sir,
On behalf of Royal Philips Electronics N.V. of The Netherlands, I am pleased to respond to
the invitation to comment the Proposed Statement o f Position, Accounting fo r Certain Costs
and Activities Related to Property, Plant and Equipment (from here onwards referred to as
the proposed SOP) of the American Institute of Certified Public Accountants Inc. Although
not a US based company, Philips is affected by the proposed SOP due to it's listing on the
New York Stock Exchange and the related US GAAP reporting and disclosure requirements.
Our comments will be provided in accordance with the listing of area's requiring particular
attention by respondents in the proposed SOP. We understand and support the desire of the
Accounting Standards Executive Committee (AcSEC) to reduce the diversity in practice
with regard to accounting for improvement or "repair and maintenance" type expenditures
because this will enhance comparability and accessibility of related disclosures. As an
organization we endeavor to find the appropriate balance between providing relevant and
meaningful information to our stakeholders and limiting the costs involved in creating and
collecting this information, a cost that is ultimately borne by our shareholders. In addition
we are conscious of the, in itself deplorable, fact that accounting standards across the world
are not harmonized, which may result in distortions in the level playing field for
international companies when new standards are introduced in a certain jurisdiction that are
fundamentally different from those applicable in other jurisdictions. Not only does this
reduce comparability; it potentially can create a competitive disadvantage for companies
that are forced to disclose more information than their competitors reporting under a
different GAAP. For this proposed SOP the second consideration is less burdensome in our
view, for completeness sake we still have touched upon it. Taking these basic principles
into consideration, we come to the following comments on the proposed SOP:

•

Scope, Issue 1.
We are not aware of significant practice issues or concerns related to accounting for
contractually recoverable expenditures that should be addressed in this proposed SOP and
therefore agree that they should remain outside of its scope.

•

Project Stage Framework, Issue 2
Although conceptually sound, we have serious objections against the introduction of the
project stage framework, as proposed, for all industries. It does not provide a solution for
the difficulty of separating ordinary from extraordinary repairs and maintenance and
therefore only provides very limited guidance for the subsequent accounting choices to be
made. In addition the distinction between the preacquisition and the acquisition-orconstruction stage is only of theoretical relevance, it does not have any important
accounting consequences. This makes us wonder why it is added at all. The preliminary
stage can probably be identified in a project but the cost involved with this stage will
usually be very small compared to the total cost of a project once it is executed. This is
driven by pure business logic, as long as acquisition of specific PP&E is not probable,
management will be very reluctant to spend money on preparation work, consequently
relevant expenses will typically be incurred after the preliminary stage. In view of these
considerations we recommend to avoid using the proposed four stages and instead apply a
more simple distinction between the realization and in-service stage. This two stage
approach is more easy to apply and in line with current practice. The separation between
the two steps is based on the asset being substantially complete and ready for its intended
use. Costs related to the preliminary stage can be capitalized to the extent that they meet
the criteria of the proposed SOP for capitalization, this is far easier to apply and will not
lead to material misclassifications. Of course, costs in a preliminary stage for a project
that is subsequently not executed need to be expensed, this can be arranged without
introducing the proposed four phases. For some industries like property development or
construction a more elaborate approach may be required, for electronics companies like
us the four-stage approach is not necessary.

•

Project Stage Framework, Issue 3
As was argued above only costs incurred in the preliminary stage for projects that are
ultimately not executed should be expensed. For projects that pass into the execution
phase management has determined that future benefits are to be expected from these costs
and therefor there is an appropriate argument for their capitalization. As long as this
expectation is not refuted, by the decision not to execute, the arguments for expensing
these costs are weak. (We would understand if development costs were excluded from the
elements that can be capitalized as long as a clear definition of these costs is provided in
the SOP.)

•

Accountingfor Costs Incurred, Issue 4
We recommend further clarification of general and administrative and overhead costs as
well as the costs from support functions as elements that are not eligible for
capitalization. In our company a number of businesses design and develop equipment for
internal use that is also sold to third parties. Would the cost of project accounting in such
a unit be considered G&A or would it be acceptable to treat these as costs directly related
to the construction of the equipment. Our current interpretation is that the last will be the
case.

•

Accountingfo r Costs Incurred, Issue 5
We agree with the conclusion that cost of property taxes, insurance, and ground rentals
for real estate that is not being used in operations should be capitalized to the extent that it
is under development.

•

Accountingfor Costs Incurred, Issue 6
It is logical that all costs of normal, recurring, or periodic repairs and maintenance are
charged to expenses when incurred. The exception for costs related to acquisition of
additional PP&E and replacement of existing PP&E is also logical so we agree with those
conclusions.

•

Accounting for Costs Incurred, Issue 7
We agree that the cost of removal should be charged to expense as incurred.

•

Accounting for Costs Incurred, Issue 8
The provisions of paragraph 44 of the proposed SOP with regard to planned major
maintenance activities are appropriate.

•

Accounting fo r Costs Incurred, Issue 9
As far as we know, the "built-in" overhaul method is commonly applied in the glass
industry in relation to the costs related to furnace overhauls. Changing this practice may
have considerable economic impact for companies in that industry. We recommend
basing a final judgement in this question on the comments received from industries that
are strongly affected.

•

Use o f Inventory in Production, Issue 10
We hold no strong views on this subject because it is deemed to be of little practical
relevance.

•

Assets Producedfo r Sale or Operating Lease, Issue 11
Introducing two separate cost accumulation models creates an additional administrative
burden that we expect to outweigh the benefits of such an approach. It is preferable to
select a single model depending on the type of industry or past experience.

•

Component Accounting, Issue 12
We fundamentally disagree with the proposed additional disclosure on subcategory level
with PP&E that appears to be an intended consequence of the introduction of component
accounting. We are of the opinion that the additional accounting work that results form
such an approach is not at all justified by an improvement in the informativeness of the
information that is provided to the users of the financial statements. Collecting this
information in a multinational company with a global presence and more than 1.000
reporting entities is not without cost or effort. It is disappointing to find that the AcSEC
only produces qualitative arguments for the introduction of component accounting and no
analysis of expected costs and benefits of the additional disclosure requirements. A
fundamental premise of good accounting standards is that the costs related to obtaining
the information are balanced with the added value of that information for users. We do
not dispute that the component approach is more accurate than the existing way of
working, however considerable incremental costs will be the result of requiring additional
disclosures at the component level and we doubt that these are justified by increased
quality of the disclosure.

•

Component Accounting, Issue 13
The provision that the net book value of existing PP&E is charged to depreciation

expense when this equipment is replaced or otherwise removed is logical.
•

Component Accounting, Issue 14
Theoretically component accounting is more accurate than other conventions like group
depreciation or the use of composite lives. We have no indication however that material
differences exist between results of the current practice and the component approach. In
that respect a more substantiated motivation for the preference for the component
approach would have been appreciated. More important though is that these alternative
practices are not precluded as long as they produce results that are "not materially
different" from the component approach.

•

Amendments to Other Guidance, Issue 15
We hold no strong views on this subject, as we are not involved with agricultural
accounting.

•

Transition, Issue 16
The alternatives provided for initial adoption of component accounting are appropriate.

•

Transition, Issue 1 7
The proposed allocation methods and their ordering are acceptable.

•

Transition, Issue 18
We agree to the proposals of paragraph 72 of the proposed SOP.

•

Transition, Issue 19
The proposed allocation of the difference, created by the adoption of component
accounting retroactively, to accumulated depreciation is appropriate because it mirrors the
results of adoption of the component approach from the original investment date.
Introducing a cumulative effect type adjustment limits the insight into the actual
composition of the asset value. An additional depreciation expense on adoption seems to
be difficult to justify.

As you can see from the comments above we are not in agreement with two important
elements of the proposed SOP: a) the introduction disclosure at the component level, and b)
the distinction of four separate stages in the life of a project. In our view the introduction of
disclosure at the component level places an additional administrative burden on reporting
entities that is not justified by an appropriate improvement in the quality of the information
provided to the users of financial statements. The introduction of four separate phases over
the lifetime of a project is not necessary to ensure proper accounting for the costs related to
PP&E in our industry. A two-stage approach as we discussed above would suffice.
We hope that you find our comments of interest and we look forward to being involved in
future discussions on the subject. In case you require any further clarification or exchange of
thought feel free to contact me.
Yours sincerely,

Peter Sampers

Manager Policies & Directives
Royal Philips Electronics N. V.

KEC

P.O. Box 4267,
7332 SW 21st Street
Topeka, KS 66615
Website: www.kec.org

K A N SA S ELECTRIC
COOPERATIVES, INC.

RonNikodym, Utility Rate Analyst

(785) 228-4623

rnikodym@kec.org

November 14, 2001
Mr. Marc Simon
Technical Manager, Accounting Standards
File 4210.CC
American Institute of Certified Public Accountants
1211 Avenue of the Americas
New York, NY 10036-8775
Re:

Exposure Draft - Proposed Statement of Position, “Accounting for Certain Costs
and Activities Related to Property, Plant, and Equipment (PP&E)”

Dear Marc:
I enjoyed visiting with you earlier this month and appreciated the opportunity to discuss
the AICPA’s proposal regarding PP&E with you in more detail. Your insight was helpful
and our conversation solidified my concerns about the problems that adoption of this
proposal will cause for electric cooperatives.
Kansas Electric Cooperatives (KEC) is statewide trade association that represents 31
rural electric cooperatives providing electricity on a mutual, not-for-profit basis primarily
within the state of Kansas. Two of our thirty-one members are electric generation and
transmission cooperatives (G&Ts) that are owned by and served by 26 of the 29
distribution cooperatives that we represent. Our members provide electricity to over
165,000 total consumer owners.
KEC appreciates the opportunity to submit written comments regarding the abovereferenced Proposed Statement of Position on PP&E to the Accounting Standards
Executive Committee (AcSEC) of the AICPA. The electric utility industry is extremely
capital intensive. Collectively, during the past three years capital investments by our
distribution co-op members have averaged over $38.8 million annually. Accordingly,
this PP&E proposal would significantly impact the accounting policies of our members,
as it would essentially all other members of National Rural Electric Cooperative
Association (NRECA).
KEC is responding to the PP&E Accounting Proposal on behalf of its membership from
the perspective of our electric distribution cooperatives. As mentioned during our
conversation, we are also anticipating that several of our members will be submitting

individual written comments. KEC respectively asks that these individual comments be
considered carefully before fashioning any final rule on property, plant and equipment
accounting. Reported patronage capital (margins) for all of our distribution co-ops have
averaged $25.7 million annually over the past three years. Comprised of the items
discussed throughout the remainder of this memorandum, this proposal could
conservatively reduce these margins by over 56%. Resultant electric rates to our ultimate
rural consumer owners would have to be increased substantially to cover the incremental
costs associated with this proposal and to protect our members’ credit rating
requirements.

Our members are required are required to follow accounting requirements promulgated
by the Rural Utilities Service (RUS). The PP&E Accounting Proposal raises significant
ratemaking, operational, and accounting concerns for our member co-ops. The most
significant of these concerns arise because the AICPA’a PP&E Accounting Proposal is
inconsistent with the RUS Uniform System of Accounts and attendant RUS regulations
and interpretations (collectively, Electric Cooperative Accounting Requirements).
Detrimental impacts of the PP&E Accounting Proposal to our membership includes the
following:
•

Electric Cooperative Accounting Requirements specify capitalization of overheads in
support of construction projects and permit capitalization of an appropriate portion of
administrative and general (A&G) costs. In addition, Electric Cooperative
Accounting Requirements specify capitalization of preliminary investigation and
survey (PI&S) charges. The PP&E Accounting Proposal significantly restricts
allowable capitalization of overheads, PI&S charges, and A&G costs.
These provisions of the proposal would significantly increase members’ earnings
volatility, as these overhead, PI&S charges, and A&G costs would be expensed,
rather than capitalized as they are today. Conservatively, we project that expensing
these overhead items would decrease our member cooperatives’ yearly margins by at
least $2.7 million to potentially well over $5.0 million annually. Furthermore, from
the standpoint of rate-making fairness, failure to capitalize these costs as we do today
would inequitably shift the burden of collection from customers using the plant asset
over its useful life to only those customers existing at the time plant assets are
constructed.

•

Electric Cooperative Accounting Requirements prescribe use of the group method of
depreciation for plant assets. The PP&E Accounting Proposal would require use of
depreciation accounting by component, defined as “a tangible part or portion of
[plant] that can be separately identified as an asset and depreciated or amortized over
its own separate expected useful life”. The PP&E Accounting Proposal generally
prohibits the use of a group method of depreciation, unless it can be shown by the
entity that the asset balances and operating results under the group method is not
materially different from that obtained under the component method.

Implementation of this provision would require administrative reorganization to
comply with the data collection requirements, as well as expensive new automated
accounting systems, or at a minimum, significant upgrades to existing software. In
addition, determination of material differences between the component and group
accounting methods would require record keeping for both methods, adding
substantially to plant record keeping and audit costs. System wide, estimated one time costs to upgrade automated systems and provide additional administrative record
keeping and data input will be at least $1.5 million to $3.0 million. Additionally, our
members’ staffing costs would need to be increased by almost $4.0 million per year
to support the extra administrative requirements of this proposal. We project that our
members’ would have to add almost 200 people (26%) to accomplish the
requirements imposed by this proposal.

•

Electric Cooperative Accounting Requirements, consistent with group depreciation
accounting convention, generally prescribe that gains and losses on normal
dispositions of mass assets be closed to the accumulated depreciation account, under
the theory that over time gains and losses will net out. The PP&E Accounting
Proposal would require that gains and losses be reflected in results of operations in
the current accounting period. Implementation of this provision would result in
increased earnings volatility, as gains and losses on plant disposition are reflected in
the current results of operations. Gains / (losses) closed to the accumulated
depreciation account by our membership over each of the past three years averaged
nearly $5.0 million. Electricity rates would likely require upward adjustment to
provide for this increased uncertainty of earnings.

•

Electric Cooperative Accounting Requirements generally recognize the cost of
removal of a plant asset over the usefu l life of that asset, as a component of the
depreciation rate. The PP&E Accounting Proposal would require that cost of removal
be reflected in the results of operations in the accounting period in which such cost
was incurred. Costs of removal incurred by our members have averaged over $3.0
million during each of the past three years. Implementation of this provision would
result in increased earnings volatility, as cost of removal is reflected in a single
accounting period. Furthermore, from the standpoint of ratemaking fairness, failure
to recognize cost of removal over the asset’s life would inequitably shift the burden of
collection of these costs from customers using the plant asset to those customers at
the time the plant asset is retired.

In summary, we project one time and ongoing annual costs associated with this
proposal to be well over $1.5 million and $14.5 million, respectively. Our member
cooperatives primarily serve rural consumers, who would suffer significant economic
harm because they would be required to absorb the cost of this proposal through higher
electricity rates. Additionally, because of the earnings volatility that would be induced
by this proposal, rates could vary considerably on a year-to-year basis. Adoption of this
proposal will sacrifice rate stability. Each of the accounting inconsistencies mentioned
above pose operational problems for our immediate members and would dramatically

increase our costs of providing electricity. The detrimental impacts of each item should
be carefully considered and weighed against any identifiable benefits before the AICPA
AcSEC implements the attendant provision of the PP&E Accounting Proposal for electric
utilities. Further, it is imperative that prior to adopting any and all of the changes being
considered, that they be closely coordinated with and sanctioned by RUS and the other
state and governmental units with regulatory authority over electric cooperatives and the
electric industry. Our economy is very fragile at this time and, if we are to further avoid
a recession, administrative requirements must be streamlined and made more efficient not intensified. Electric cooperatives typically serve a rural membership who would be
economically harmed and grievously impacted by higher electric rates.
Kansas Electric Cooperative, Inc. appreciates the opportunity to provide comments on the
PP&E Accounting Proposal and respectfully urges the AICPA AcSEC to consider its
views. If questions arise concerning these comments, please feel free to contact me at
(785) 228-4623. Thank-you.

Sincerely Yours,

Ron Nikodym

Marc Simon

11/14/2001 12:35 PM

To: agadkins@uss.com,
bdrake@kpmg.com,
cdaugherty@ dttus.com ,
james_ross@csx.com,
jbrant@ deloitte.com ,
leonard.gatti@ us.pwcglobal.com ,
lmayshak@ dttus.com,
msimon@aicpa.org,
richard.h.moseley@aexp.com,
rrendino@pgrt.com
cc: Sharon Macey/NY/AICPA@AICPA
Subject: PP&E Comment Letter #119

PP&E C om m ent Letter # 1 1 9
-----Forwarded by Marc Simon/NY/AICPA on 11/14/01 12:40 PM
cve@ hit.net

11/14/01 12:43 PM
Please respond to eve

To: msimon@aicpa.org
cc:
Subject: Coop Response Letter regarding
Property Plant & Equipment
proposal

Dear Mr. Simon:
Caney Valley Electric Cooperative Association serves 5,200 meters in rural
southeast Kansas. The geographical area we serve is sparsely populated and
basically has no other source of central station electric power. The low density
of meters per mile of line and absence of large industrial loads results in very
high prices for electricity to our customers.
The high cost of electricity to our customers will have to be raised even higher if
the AICPA Property, Plant and Equipment proposal is adopted. The reasons,
background, and justification for this accounting method change may be
appropriate for certain business purposes or circumstances. However, for the
electric cooperatives the effect of the proposed changes would be devastating,
and would unjustifiably add to the operational difficulties with which we
already function.
I would suggest that rural electric cooperatives be exempted from the proposed
changes. If that is not an option, then I emphatically request that the proposed
accounting change be done away with completely.
You will receive many letters of protest from other electric cooperatives. Most
of them will present estimated financial information showing the impact in
dollars and cents upon their respective companies. I do not see any need to
present redundant information, as the effect on Caney Valley Electric would be
very similar as you will see for other electric cooperatives.
Your sincere consideration of our pleadings will be greatly appreciated.
Respectfully submitted,
Allen A. Zadorozny

Manager
Caney Valley Electric Cooperative
PO Box 308
Cedar Vale, KS 67024
620-758-2262

Mark M. Wynnick, CPA
Germain, Weinshel & Rooney, LLC
799 Silver Lane
Trumbull, CT 06611
November 14, 2001

Mr. Marc Simon, Technical Manager
Accounting Standards, File 4210.CC
American Institute of Certified Public Accountants
1211 Avenue of the Americas
New York, NY 10036-8775

Dear Mr. Simon:
I am writing in response to the Exposure Draft of the Proposed Statement of Position (“SOP”),
Accounting for Certain Costs and Activities Related to Property, Plant, and Equipment. As
solicited by the Exposure Draft, I would like to share my thoughts and concerns with you
concerning the proposed SOP.
My thoughts and concerns will reflect the small firm and closely held client perspective. As
such, I would like to provide some additional background. I am currently a manager and
technical reviewer in a small firm consisting of six CPAs (three LLC members and three staff),
including myself, and an administrative assistant. Our clients include professional service firms,
retailers, and manufacturers. Their sales range from $0 to $30 million. We do not provide any
audit services (other than one limited scope audit of a pension plan) and none of our clients are
publicly traded companies. The thoughts and concerns expressed below are my own personal
views and do not necessarily represent the views of my firm or any of its members and staff.
I would like to express my overall agreement with the SOP and acknowledge the AI CPA for its
commendable effort in providing additional accounting guidance in this area.
Issue 1:
I believe that there are significant practice issues related to accounting for contractually
recoverable expenditures (reimbursement of costs by lessees to lessors of property taxes,
insurance, etc.) I have personally witnessed a variety of accounting methods for these
expenditures. However, I do not believe they should be addressed in this SOP. Nevertheless,
because of the lack of guidance in FASB Statement No. 13 and other related pronouncements,
these issues should be addressed as an amendment of FASB Statement No. 13. Specifically, the
issues revolve around the accounting by the lessor and lessee for such expenditures as insurance
and property taxes related to the leased property. Are these expenditures to be classified as rent
or as insurance and property taxes? Are they considered a part of minimum rentals or contingent
rentals? Under a new lease for a newly constructed building, the lessee may be responsible for
paying $20,000 per month plus taxes every six months. If the tax is part of the minimum rentals,
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how does the lessee know the amount of the tax to accrue as minimum rentals if a tax bill has not
been received before the end of the reporting period? How is the change in the tax bill accounted
for? This is further complicated in the case of taxes that are partially or completely abated for
several years under state or municipal enterprise zone programs. Does it make a difference if the
lessor buys the insurance policy and receives reimbursements from the lessee or if the lessee
buys the insurance policy (as required by the lease agreement) and makes payments directly to
the insurance company? Does it matter what kind of insurance is obtained?
The only related issue that I see that could either be addressed in this SOP or as an amendment of
FASB Statement No. 13 is the accounting for replacements of components of leased property
that the lessor bills to the lessee. For example, if the lease agreement requires the lessee to
reimburse the lessor for structural replacements, does the lessee treat the reimbursement as rent
expense or a leasehold improvement? What if the lessor replaces all of the windows on the
building with new more energy efficient windows, and bills the cost to the lessee per the lease
agreement. If the lessor paid for the windows and is not reimbursed, clearly, this would be
accounted for as a replacement of a component by the lessor. But if the lessor is reimbursed,
how is it accounted for? No expense and no removal of net book value of the replaced
component? Does the lessee account for the payment as a leasehold improvement or as rent
expense?
Issue 2;
I agree with project stage or timeline framework. It is less subjective than defining numerous
classification categories.
Issue 3:
I do not agree with paragraph 22. Certain costs incurred during the preliminary stage that would
be capitalized during the preacquisition stage should also be capitalized during the preliminary
stage. For example, if traffic studies are conducted related to acquisition of one of two properties
during the preliminary stage, then the costs of the study directly related to the property ultimately
acquired should be capitalized. If a reporting period ends before the preliminary stage, then the
costs of both studies would be capitalized as a deferred expense until the decision as to which
property, if any, will be acquired.
Issue 4:
I agree with the conclusions.

Issue 5:
I agree with the conclusion.

Issue 6:
I agree with the conclusions.
Issue 7:
I agree with the conclusion.
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Issue 8:
I agree with the conclusions.
Issue 9:
No comment, other than I agree with Paragraph 45.
Issue 10:
I agree with the guidance.
Issue 11:
No comment.
Issue 12:
I agree with the approach in Paragraphs 49-56.
Issue 13:
I agree with the approach in theory, but I believe that it will be difficult to apply in practice,
especially for small companies. Most companies that buy a building, machine or any other asset
don’t apply component accounting because it is not allowed for tax purposes and the GAAP
accounting for costs will mirror tax accounting for costs. However, the depreciation methods
and lives will be different, and small companies will account separately for the depreciation.
The real issue is how will the small company reasonably estimate the net book value of the
component replaced. For example, a company purchases a machine for $500,000 10 years ago
that has a 15-year life. The invoice does not provide any itemization of the cost. Now the
company replaces the power train on the machine for $200,000. What is the net book value of
the power train removed? Is it today’s cost of $200,000 less 10 years of accumulated
depreciation? Or do we assume a lower cost because we have to adjust for inflation? Or do we
assume a higher cost, because 10 years ago it cost more to make the power train even after
accounting for inflation than today because of technology improvements and automation of the
manufacturing process? The small firm client does not want to spend additional time and money
to research and compute the net book value of components removed.
I am indifferent to the Exposure Draft’s approach of charging the remaining net book value of
replaced PP&E to depreciation expense in the period of replacement as opposed to charging it to
loss on disposal. I initially disagreed with this approach because depreciation expense can
become very distorted under this approach, especially if significant amounts of assets are
replaced early in their economic useful lives resulting in higher net book value charge offs to
depreciation expense. This would most likely occur as a result of a major casualty (fire,
hurricane, tornado, etc.) or technological obsolescence or some other impairment. Upon further
reflection, depreciation is really an accounting estimate based on the estimated useful life of an
asset specific to the entity that owns it. If we lived in a perfect world, and every company could
perfectly estimate the exact retirement or replacement date of its fixed assets, then the net book
value of the asset on its disposition date would be zero resulting in no charge off to depreciation
expense under the approach in the Exposure Draft. Since depreciation is an estimate, changes in
that estimate (i.e., a change in the useful life to zero upon early retirement/replacement) are
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accounted for prospectively and thus a charge to depreciation expense for the net book value.
Perhaps different accounting should be required for an abnormal early retirement/replacement of
an asset such as the major casualty referred to above.
Issue 14:
I agree with the approach.
Issue 15:
No comment
Issue 16:
I agree with the approach and the two alternatives.
Issue 17:
I believe the ordering of allocation methods is appropriate. The SOP should provide examples to
illustrate what constitutes “another reasonable method”.
Issue 18:
I agree with the approach.
Issue 19:
I disagree with the proposed approach and believe that the difference should be recorded as a
cumulative effect type adjustment at adoption rather than as additional depreciation expense.
This way the difference is presented as a separate line in the income statement and will make
depreciation expense and operating income more comparable with prior periods on the face of
the income statement, rather than burying an explanation of the difference in the footnotes.
I know most small firms would rather see the difference charged to depreciation expense as it
will make preparation of the financial statements easier. Aside from simplicity, I believe there is
merit in that approach because depreciation expense is an accounting estimate and any revision
to depreciation is a change in an accounting estimate that should be handled prospectively as a
charge to depreciation expense.
However, I believe the adoption of this SOP is closer to a change in method of accounting (from
non-component accounting to component accounting) than just merely a change in the
depreciation estimate. As such, the transition adjustment should be accounted for as a
cumulative effect type of adjustment.
Other issues:
As discussed in Paragraph 11 on page 15, the SOP does not address insurance proceeds received.
I believe that this should be addressed in the SOP. Does component replacement accounting
apply when an insurance settlement is received for damage to the roof of a building? If the
replacement roof is fully reimbursed by insurance (guaranteed replacement value policy), there is
no additional cost. Is the net book value of the roof still removed. How are insurance proceeds
to be accounted for? For example, a client has a $1,000,000 building that has a 40 year expected
life. After five years, the building is totally destroyed in a fire. A new building is constructed
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for $1,200,000 and an insurance reimbursement, less the deductible, is received for $1,190,000.
Is there a charge to depreciation expense for $875,000 for the net book value of the old building
and are the cost and accumulated depreciation removed from the books? Is the new building
recorded on the books for the $10,000 out of pocket cost for the deductible? Or is the insurance
reimbursement recorded as income and the building recorded on the books for the full
$1,200,000 cost?
Please do not hesitate to contact me with any comments or questions.
Sincerely,

Mark M. Wynnick, CPA
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